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Latvia: Who is Unemployed, Inactive or Needy? An Assessment of Post-Crisis
Policy Options

Summary of Advisory Services Activities

The project examines the situation of the long-term unemployed and inactive population and
looks at how tax, benefit and employment policies interact to protect low-income individuals
while providing incentives to work. The objective of the research is to provide background
analysis for the Government of Latvia to motivate reforms to its tax and benefit system, and
employment programs, including active labor market programs. The project consists of the
following pieces of analysis:

i.  Profiling of unemployed, inactive and low-income people;
ii. A comparison of expenditure and performance of social protection programs with those
of other EU countries;
iii.  Analysis of the incentive structure created by the tax and benefit system for people to
take up work;
iv.  Areview of key design parameters and legislation for social assistance programs in
Latvia;
v.  An evaluation of active labor market programs (ALMPs) and related social benefit
programs;
vi. A diagnosis of labor market and social conditions; and
vii. A summary of findings and policy options.

The outputs consist of a set of notes and presentations that have been delivered to the
Government of Latvia over September 2012 to May 2013. Presentations of the results were given
by the team in October 2012, March 2013 and May 2013. Based on the request of the
Government, certain aspects of the analysis were expanded during the analysis, in particular the
coverage of active labor market programs (ALMPs). Also, the Ministry of Finance has additional
requests for the tax-benefit analysis that the team incorporated into the analysis. We are in
additional carrying out an analysis of the health safety net that was not part of the original
agreement and for which the results will be ready in the Summer of 2013.

The summary of findings and policy options is given in the format of a long presentation (with
links to the background papers) and a one-page executive summary on agreement with the
Government (it was felt this format would be more accessible than having another paper to read).
The Government requested that we present the full-range of policy options for them to use as
background to consider benefit and tax reforms.

A large part of the work for this project consisted of building a large panel database linking the
(a) Population Registry (giving information on family relationships); (b) Social Assistance
Registry (SOPA) (giving information on access to social assistance programs); (c) State



Employment Agency (BURVIS) (giving information on participation in employment programs);
and (d) Social Security Registry (VSAA) (giving information on the registered employed and
unemployed, included wages, history of employment status and education). From May 2012
until February 2013, the World Bank team (including Professor Hazans) built this linked
administrative database in collaboration with the Ministry of Welfare and the State Employment
Agency. It is the kind of database that, for example, the Nordic countries have been building to
do research to provide evidence for policy making on unemployment and social assistance
policy. The richness of the data has allowed us to examine benefit dependency and the impact of
ALMPs. The Latvians intend to build on this to create a permanent data system for monitoring
and control.

The detailed results of the study are due to be presented in Latvia on June 3 and 4, 2013. Please
find below a list of the outputs circulated for virtual review. The Government of Latvia will
make these outputs available in English and Latvian on the Ministry of Welfare website.

Note 1: Profiling of People with No or Limited Labor-Market Attachment (Céline Ferré, Herwig
Immervoll, Emily Sinnott)

Note 2: Expenditure and Performance of Welfare Benefits and Employment Programs in Latvia
(Victoria Strokova and Tomas Damerau)

Note 3: Financial Incentives of the Tax and Benefit System in Latvia (Victoria Strokova and
Tomas Damerau)

Note 4: Latvia GMI Program: Main Design Characteristics and Comparison with Minimum
Income Schemes in Other EU Member States (Boryana Gotcheva and Emily Sinnott)

Note 5: Latvia: Best Practices and Constraints In Provision of Training Services and
Employment Incentives (Arvo Kuddo)

Note 6: Poverty, Inequality, and the Social Impact of the Financial Crisis in Latvia (Katrin
Gasior, Orsolya Lelkes (with Eszter Z6lyomi))

Note 7: Evaluation of active labor market programs in Latvia (Mihails Hazans and Jekaterina
Dmitrijeva)

Note 8: Distribution of Health Subsidies under the Emergency Social Safety Net and Their
Impact on Unemployed (Charles C. Griffin and Irina Mozhaeva)

Presentation 1: Structural or cyclical? Unemployment in Latvia since the 2008-09 Financial
Crisis (Mihails Hazans)

Presentation 2: Summary of findings and policy options (Emily Sinnott)

Executive Summary (1-page) (Emily Sinnott)



Latvia: Who Is Unemployed, Inactive or Needy? An Assessment of Post-Crisis
Policy Options

The Latvian economy has begun its recovery from recession, with positive real GDP growth having resumed
in 2011, but the effects of the crisis on the labor market are far from over. Labor market demand has yet to
rebound; unemployment is still high and labor market participation lower than pre-crisis. With fewer jobs on
offer, the risk of staying unemployed for over a year is real for a substantial number of people. Indeed, the
share of long-term unemployed in those out of work remains over 50 percent. Getting these people back to
work is a critical challenge for the economy. Not only is this key for reducing social exclusion and poverty,
but given the aging and shrinking population, increasing both labor participation and labor productivity is a
critical challenge for long-run growth.

The World Bank has collaborated with the Government of Latvia on a study to examine policies to combat
long-term unemployment and to draw people into the workforce. In examining the issue of unemployment
and the protection of low-income people in Latvia, the Government joins the practice of countries such as
the U.K,, the Netherlands and Nordic countries in using detailed individual-level administrative data for
evidence-based policy analysis.

Among others the study seeks to answer the following questions: Who are those in the population who have
had no work or unstable work? Is there evidence of benefit dependency for those who are out of work? What
options are there for the tax and benefit system to increase protection and work incentives? How are
employment and training programs performing and what lessons can be drawn for future policy directions?
Some of the main findings of the study are as follows:

e People who had unstable or no work over the period 2007 to 2010 consist of groups of people with very
different socio-demographic characteristics. It is not possible to generalize about individuals who
experienced labor market difficulties. Those aged 50 and over—often with chronic illness of
disabilities—constitute a large share, as do youths with low education, mothers with household
responsibilities and older self-employed males.

e There is little evidence of large-scale dependence on benefits. Benefit programs for those out of work are
not generous and have low coverage (relative to the EU). Forty percent of beneficiaries access guaranteed
minimum income benefits just one time and for a short time period: these benefits act as a stop-gap for
many and not a permanent income source. In fact, if anything the adequacy of last resort benefit and
coverage are a concern. Maintaining and expanding the links between getting benefits and participating in
labor market activation policies, such as training, is an important way in which to ensure that the
unemployed participate in employment services.

e Spending on benefit programs targeted at low-income groups is low—both compared to other countries
and compared to money spent on benefit programs that ate not targeted (universal).

e The tax and benefit system could be modified to be more generous for low-income households. In
particular, a more gradual phase out of benefits is recommended rather than the current system where
minimum income recipients lose one Lat of benefits for each additional Lat they earn. Some OECD
countries combat this by putting in place benefits for low-income individuals who are working.

e  Results of the evaluation of labor market programs put in place by the Government to get people back to
work are encouraging; these show that these programs improve participants' employment rates. However,
a substantial variation in outcomes is found between types of programs and within each type.

More detail can be found in the background papers for the study at ADD Ministry of Welfare URL
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Context for the Study

Why do a study on unemployment
and the tax-benefit system?

Background Papers/Presentations:

1. Hazans, Mihails, (201 3). Structural or cyclical2 Unemployment in
Latvia since 2008-09 Financial Crisis, Presentation.

2. Katrin Gasior, Orsolya Lelkes (with Eszter Zélyomi), (201 3).
Poverty, Inequality, and the Social Impact Of The Financial Crisis
In Latvia




Motivation for Study

Labor market has recovered since the crisis, but unemployment still
high and participation lower than pre-crisis
Concern on long-term unemployment and benefit dependency
Growth issue—particularly given aging demographics—need to maximize labor
market participation and labor productivity

Aim to increase living standards (given high poverty and inequality)

Strategy of shared prosperity and to support families

Government expanded safety net during the crisis and increased spending:

What policies moving on from crisis measures (emergency social safety net)?



Motivation for Study

In collaboration with World Bank, Government of Latvia embarked on study

to look at long-term unemployment

Obijective is to have background analysis to inform tax, benefit and

ALMP Design

Evidence-based policy marking

Build on approach of Government-supported evaluation of crisis

measures (emergency public works program)

Government of Latvia invested significant effort in producing a

detailed database on benefits and employment-unemployment spells

Latvia joins countries such as the U.K., the Netherlands and Nordic
countries in using administrative data for evidence-based policy

analysis



Big Effort by Government to Build Database Linking
Information From Multiple Sources

Population Registry

Family relationships

Social Assistance Registry (SOPA)

Access to social assistance programs

State Employment Agency (BURVIS)

Unemployment registration

Social Security Registry (VSAA)

Wages and employment status



Economic Recovery Has Begun, But Unemployment
Remains High

Economy has begun its recovery from recession (positive real GDP growth
resumed in 2011)
Effects of the crisis on the labor market and social situation are far from

over
Unemployment situation has improved a bit, with unemployment falling from 19.8
percent in 2010 to 14 percent in 2012.
Registered unemployment echoes LFS-based data
Share of the working age population has fallen sharply since before the crisis
Between last two population censuses (2000-2011), 13 percent fall in population

(negative net migration = around 190,000)

-3.3 -17.7 -0.9 5.5 5.6
75.8 67.1 65.0 66.3
8.0 18.2 19.8 16.2 14.0

*The employment rate is calculated by dividing the number of persons aged 20 to 64 in employment by the total population of the same age group.
Source: Eurostat online
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Getting More People Back to Work is Critical for Long-run
Growth, and Reducing Poverty and Inequality

Getting more people back to work is critical for reversing the deepening of
poverty and increasing polarization that has occurred since 2007

Nearly two-thirds of the poor population is made up by people who live in households
with low work intensity. 28% of the poor population are unemployed.

“Working poor” do exist in Latvia, even though the share of employed people is lower
(26%) within the poor population than in the general population (46%).

Low work intensity is strongly associated with being poor

—Total population

L

T T I

Women Young Rural area Single Couple with Unemployed Single Tenants Very low

T I

people (18- elderly (65+) 3+ children parents paying work
24) reduced rate intensity (<
0.2)

At-risk-of-poverty rate of specific social groups in Latvia (%), 2009



Labor Demand Has Yet to Fully Recover and Long-term
Unemployment is a Concern

Labor demand has yet to recover fully recover

Few businesses report labor shortages

The level of vacancies in Latvia is very low — in comparison both to the pre-crisis levels

and to other European countries
The available vacancies are filled quickly which is not consistent with the idea of

notable mismatches between supplied and demanded skills
Long-term unemployment and drop in labor market participation is a

concern and protection /increasing skills of workforce crucial for future

growth



Enterprises report insufficient demand rather than a
shortage of labor as limiting factor in Latvia, 2010-2013
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Demographic Changes Increase the Impetus to Maximize
Labor Force Participation

6.0

Latvia: Age Distribution of Population, 2012 vs. 2060 (in percent)
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Source: WB calculations based on CSB population data and Eurostat.
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Unlike In Some Other Countries With Large Austerity
Programs, the Safety Net in Latvia Did Expand During the
Crisis

...but policy adjustments were needed

=4=GMI (Real spending) ep=Housing benefit (Real spending)
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Profiling Those with Persistent Labor

Market Difficulties

? = Which groups are suffering from
2 22,2

1.

no or unstable work?

Background Papers/Presentations:

World Bank (201 3). Profiling of People with No or Limited
Labor-Market Attachment (Céline Ferré and Herwig Immervoll).

World Bank (201 3). Latvia: Best Practices and Constraints In

Provision of Training Services and Employment Incentives (Arvo
Kuddo).



Four Types of No/Unstable Work...
s 5

/ Vulnerability I (V2)

Vulnne ll)
\ Vulnerability I1I (V3)

Vulnerability IV (V4)




2007-2010: Broad Categories of No/Unstable Work

Cycling ("no pay
- low pay"), 10%

Informal, 5%

Low wage, 3%

Low work
intensity, 2%
Not working,
10%

® Not persistently vulnerable ® Not working ® Low work intensity
¥ Low wage ¥ Informal ® Cycling ("no pay - low pay")
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NO/UNSTABLE WORK: DETAILED GROUPINGS

“single older
unemployed/disabled ”

. Old/Middle-aged
45-61y.0.

. Single

. 10+ yrs. experience
. Low education

. Many disabled/unemployed
. Chronic illness

“single young males
with low education”

“older unemployed, fit
for work”

. Young 20-29 y.o.

. Men

. Never married

. Very low education
. Unemployed

. No children

. Rural

. Older 50+

. Married

. 10+ yrs.

experience

. Low education

. Unemployed/Low earnings
/Infrequent work

“stay-at-home mums
with small child”

. Younger women

25-39y.0.

. Married/union

. Higher education
.Child<6y.0.

. Rural

. Working partner

“disabled older women
with working partner”

“poorly educated, rural
male breadwinner”

“highly educated stay-

at-home mums”

. 30-39 y.0. women
. Married

. Higher education (most)
. 10+ yrs. experience

. Children

. Urban

. Working partner

“self-employed older
men

14

“disabled older women,

partner not working”




Policy Options

Desirable targeting mechanism: combined strategy that aims at
tackling those at risk of persistent labor market difficulties and
economic hardship

Hardest to activate: Older and/or disabled pre-retirement age group;
and large group of young, less educated unemployed

Easier to activate?: the more educated older male self-employed
population and well-educated stay-at-home moms

Use the link between benefits and activation policies as an
instrument to bridge unemployed to employment services

Implement an activation strategy to target each of the identified
groups
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EXAMPLES OF EMPLOYMENT SERVICES AND MEASURES
TO TARGET PARTICULAR GROUPS OF JOB SEEKERS

Target Groups
Individuals with unfavorable labor

market prospects

Most job seekers, in particular, for
participants with better labor market

prospects and for women

Long-term unemployed and more
disadvantaged individuals; the
disabled, first-time jobseekers, the
long-term unemployed, persons over
50 years of age who are capable of
work

A higher-skilled segment of the
unemployed, and unemployed
workers who have entrepreneuvrial
skills, such as highly educated
prime-aged men

The most disadvantaged individuals

Relevant Employment Services and Measures
Job search courses, job clubs, vocational guidance, counseling and monitoring,
and sanctions in the case of noncompliance with job search requirements (see

the potential list of employment services below)

Training, including classroom training, on-the-job training, apprenticeship and
internship programs, and work experience. The measures can either provide
a more general education (such as e.g. language courses, basic computer
courses or other basic courses) or specific vocational skills (e.g. advanced
computer courses or courses providing e.g. technical and manufacturing
industry skills)

Wage subsidies: financial incentives are either provided directly (through
direct wage subsidies) or indirectly (through social security waivers and

reductions in labor taxes)

Small business assistance programs, self-employment grants and sometimes

also advisory support for a fixed period of time

Direct employment programs in the public sector, focusing on the direct job
creation and provision of public works or other activities that produce public

goods or services



EXAMPLES OF EMPLOYMENT SERVICES AND MEASURES
TO TARGET PARTICULAR GROUPS OF JOB SEEKERS (continued)

Target Groups
Youth programs comprising specific
programs for disadvantaged and

unemployed youth

Measures for the disabled

Older job seekers

Long-term unemployed

20

Relevant Employment Services and Measures

Training programs, wage subsidies and job search assistance; graduate
practice for jobseekers up to 25 years of age, including reimbursement of the
necessary personal expenses associated with the implementation of graduate
practice; provision of employability and training plans, job and career
counseling services, various aptitude tests, and vocational assessment tests;
voluntary service with the aim of jobseekers to obtain practical experience on
the job market, an allowance in a lump-sum amount of the subsistence minimum
to cover necessary expenses for meals, accommodations, and travel expenses
from place of residence or temporary residence to place of voluntary service
Vocational rehabilitation, sheltered work programs or wage subsidies for
individuals with physical, mental or social disabilities; an employment quota
for the disabled, and in some countries, for other categories of workers.
groups with limited work capacity, such as improving their job search skills,
subsidies to private employment, sheltered employment, or adaptation of the
workplace and post-employment counseling; reimbursement to the employers
and employees of the costs of health insurance and social insurance premiums

and contributions to retirement pensions

Vocational rehabilitation, adaptation of working places, further training,
retraining, and active employment services
A combination of temporary employment (public works or subsidized

employment), on-the-job training, and regular job-placement assistance



Benefit Dependency: Is There A Benefits

Is there evidence of widespread
benefit dependency? Do those on
benefits stay on them for long?

Background Papers/Presentations:

1. World Bank (201 3). Latvia GMI Program: Main Design
Characteristics and Comparison with Minimum Income Schemes in
Other EU Member States (Boryana Gotcheva).

2. World Bank (201 3). Expenditure and Performance of Welfare
Benefits and Employment Programs in Latvia (Victoria Strokova
and Tomas Damerau).




Evidence Does Not Support Widespread Benefit
Dependency

Coverage of both the unemployment insurance and the

Guaranteed Minimum Income (GMI) program remains low

After unemployment benefits run out, many of those that

collect GMI beneficiaries do so as a temporary stop-gap

There is scope for improving adequacy of benefit provision



Unemployment Benefit Still Covers Few

Ratio of unemployment benefit recipients to the number of unemployed (2010)
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Sources: Eurostat for Latvia, OECD Employment and Labor Market Statistics for all other countries.



Relatively Few People GMI Have Benefited From GMI
Compared to Unemployment Insurance

Share of People Receiving Different Benefits in Latvia for at Least One Month
(percent of population who received a benefit for at least one month in sample period)

30 -

75 - 236 24.3

11.1

0.9 55

GMI Housing Disability ~ Unemployment Other benefits

m Percent of persons receiving benefits at least one month



GMI has Grown Since 2010; But a Maximum of 4 Percent
Have Participated at Any One Time ...

Benefit program incidence, 2005-2012
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10 12 14 16

Percent of people
4 6 8
| | 1

2
]

=

2005 2006 2007 2008 b 2009 2010 2011 2012
ate

_____ GMI* ——— Housing benefit*
........... Disability ——— Unemp benefits
Other (childcare, survivor, other)




40% of People Have Only One GMI Spell In 2006-2012

|
0 5 10 15
number of spells per person



... and Spell Durations Appear to be Short...with A Lot of
Spells of One to Three Months

e
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0 5 10 15 20 25 30 as 40 45
spell duration in months
note: 17.3% of spells are censored



Tax and Benefit Policy: Social Assistance

Spending

How much does Latvia spend on
social assistance compared to
other EU countries?¢ How do
programs perform?

Background Paper:

1. World Bank (201 3). Expenditure and Performance of Welfare
Benefits and Employment Programs in Latvia (Victoria Strokova
and Tomas Damerau).



Turning to Total Spending, Expenditure on Universal
Programs is Larger Than On Means-Tested Programs

Total spending on means-tested programs

Total spending on non means-tested program

2011

LVL 100 LVL 100 = Other non-means-tested
g " Housing and utility benefits ® Family State Benefit SA
2 - .. m Disability benefit
E VL 90 = Guaranteed Minimum Income LVL90 1 IC;:i?d !||Z>w§:§elss
LVL 80 VL 80 - 1 Social pension
LVL 70 LVL70 -
LVL 60 LVL 60 -
LVL 50 LVL 50 -
LVL 40 LVL 40 -
LVL 30 LVL30 -
LVL 20 . VL 20 -
LVL 10 - . . LVL10 -
LVL - +—— . . , . LVL - .
2005 2006 2007 2008 2009 2010 2011 2005 2006 2007 2008 2009 2010
Real spending on main family social protection programs
, LvL100
c
o
= LVL 80
= @ Other family Allowances (SA)
£ LVL6O
o B Family State Benefit (SA)
'E LVL 40 B Parent's benefit (Sl)
& LVL 20 = Child-care benefit (SA)
E
& LVLO
2005 2006 2007 2008 2009 2010 2011

Source: Administrative data, Staff calculations.



Spending on Means-tested Income Support for the Poor
Remains Quite Low in Latvia

Spending on means-tested income support as a share of GDP, 2009

1.4
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Source: ESSPROS data, Administrative data from Ministry of Welfare, Staff calculations.



Indicators of Performance of Social Assistance

We use household survey data to assess performance of cash transfers:
Coverage: percent of those in the poorest quintile who receive benefits
: percent of benefits going to the poorest quintile

Generosity (Adequacy):

Contribution to consumption: Average transfer amount as a fraction
of average income for beneficiary households in poorest quintile

Unit transfers as a fraction of minimum/average wage/poverty line



GMIl is Well-Targeted (91% Goes to the Poorest Quintile), But
Coverage and Adequacy Are Low

Coverage of the poorest and richest quintile by GMI benefit as a share of minimum and
programs targeting social exclusion, 2009 60% average wages, and the needy level
60
50%
= 50
£ 40%
o
S 40
o
5 30%
% 30
8
g2 | 20% 4
()]
g
g 10 B I 10% W
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GMI/"needy" level

B Poorest quintile Richest Quintile

Source: Eurostat, Central Statistical Bureau of Latvia, Ministry of Welfare, World Bank

Source: EU-SILC 2010, World Bank staff calculations. .
staff calculations.



Poverty Impact is Low Due to Low Generosity and

Coverage

Increase in 'at risk of poverty' rate in the absence of social exclusion benefits in
percentage points, 2009
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Tax and Benefit Policy: Protection and

Does the tax-benefit system
provide sufficient protection from
poverty? Is there evidence of work
disincentives? Are there options to
increase the pay-off of work for
those of lowest income?

Background Paper:

1. World Bank (201 3). Financial Incentives of the Tax and Benefit
System in Latvia (Victoria Strokova and Tomas Damerau).




Does the Current Tax-Benefit System “Make Work Pay’?

Work disincentives are unlikely to be the main employment

barrier after a deep recession, however:

Those on means-tested benefit recipients face high marginal
effective tax rates (for every LVL1 earned, a LVL1 of

benefits is withdrawn)

Financial incentives to take up employment can be improved

for low-wage earners



Does the Current Tax-Benefit System Provide Sufficient
Protection Against Poverty?

There is a scope for improving adequacy of benefit provision

Coverage of both the unemployment insurance and the GMI
program remains low

Those on the GMI benefit are at a high risk of poverty

Recently passed reforms exacerbate income losses for the
poorest



Unemployment Benefit Still Covers Few

Unemployment benefit coverage
% of ILO unemployed receiving benefits, selected countries
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GMI Program Recipients with No Other Incomes are at a
High Risk of Poverty
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Recent Policy Changes Improved Situation of Many; But
Reduced Incomes for Lowest Income Groups
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It Might Not Always Pay to Take a Low-Paid Job
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Net Income (%of out-of-work income)

GMI

Recipients Lose All Social Assistance On Moving to a Job

in Latvia

In—work benefits for low income households allow after-benefit and tax
income to increase as work effort increases, selected countries
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OECD Policies To “Make Work Pay”’

Many countries operate gradual benefit phase-outs for individuals
who manage to earn only limited amounts, e.g. Earned Income Tax
Credits in Korea, United Kingdom, United States or tapered
withdrawal of Social Assistance in France, Australia

Increase of minimum wage and non-taxable minimum

Employment-conditional (“in-work”) benefits or tax credits that
support the incomes of workers in non-marginal employment

Reduced social security contributions and /or taxes for low-wage
employment

Temporary benefits (“back to work bonuses”)

Permanent benefits (periodic payments via benefit or tax system)



Policy Options to Improve Protection and In-Work Benefits

Benefit adequacy could be improved, while simultaneously pay off from
work can be increased

Increase coverage and generosity of means-tested benefits

Financial incentives to take up low-wage employment could be enhanced
e.g. “back to work” bonuses (for long-term unemployed /GMI beneficiaries, etc.)

A permanent in-work benefit scheme can be designed and implemented along
with measures aimed at combatting under-reporting
Tax benefit models allow to simultaneously assess theoretical effect of
different measures above
Distributional analysis would be needed to assess full impact and costs of any
reforms

Informality and under-reporting could present a challenge in designing targeted
make-work-pay policies



GMI Benefit Design

Main design characteristics and
comparison with minimum income
schemes in other EU member states

Background Paper:

1. World Bank (201 3). Latvia GMI Program: Main Design
Characteristics and Comparison with Minimum Income Schemes in
Other EU Member States (Boryana Gotcheva).




Latvia Minimum Income Scheme Compared to Other EU
Countries

Centrally designed—as in most EU countries—with similar objectives
(protection /activation)

As in many countries, implementation delegated to municipalities

But big difference is that financing is also delegated to municipalities
(except for co-financing 2009 (October) until end-201 2)

Latvia GMI framework gives more discretion to municipalities in the
field of benefit design than in many EU

State sets only a ‘minimum standard’ for GMI eligibility and
adequacy

Municipal authorities have discretion to decide to grant
higher GMI benefit levels (but with ceiling)

GMI provision likely to be a function of financing capacity
and not just social assistance needs



Advantages and Disadvantages to Decentralizing Social
Assistance Financing; But full Decentralization of
Financing Rare in EU

Centralized Financing Mixed Financing Decentralized Financing

Bulgaria, Cyprus, Czech Belgium, Denmark, Hungary  Austria, Finland, Latviq,

Republic, Estonia, France, (5-20% from local Sweden
Ireland, Lithuania (piloted governments), Germany
local financing), Poland, (assistance for those who
Portugal, Romania cannot work provided by
(administrative cost covered municipalities), Italy,
bl el Netherlands (municipalities
Slovenia, U.K. can provide other

allowances), Spain
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State can ensure equal financing
standards (same eligibility criteriq,
amounts of benefits and implementation
rules) irrespective of the financial status of
the municipality

State financing flows based on legally
binding ‘state responsibility’ makes them
more stable and predictable

State has higher capacity for risk pooling
State has better access to a wider range
of financing sources (budget reallocations,
tax increases, foreign grants and/or
borrowing)

State is better positioned to provide
counter-cyclical financing for the safety
nets, and for last resort social assistance
(LRSA) in particular

State is better able to protect spending on
LRSA in economic downturns (reallocate

funds from other budget categories)

Better accounting of local needs /
local government level discretion
More flexibility in prioritizing
benefits with change in needs and
nature of vulnerability

Provides a link between

beneficiaries and taxpayers



Design Options to Consider for GMI (coming from a
comparison with other EU countries)

GMI provides same benefit for children and adults (no explicit or implicit
equivalence scales)

Apply implicit or explicit equivalence scales to account for the shared
use of resources within a household; Anchor GMI level to an objective
welfare standard such as minimum subsistence level

GMI income test has allowed less disregards over time and includes a
larger number of state benefits, particularly the child care benefit, the child
care benefit supplement and the full parental benefit

Many EU countries allow overlap of last-resort social transfers and child
benefits in an effort to strengthen the support for families with children (as
they tend to have a higher risk of poverty)

Gaps in legal definition of the GMI asset test and the large scope for
municipal discretion in proving social assistance could have significant
impact on access to GMI



Design Options to Consider for GMI (Coming From A
Comparison With Other EU Countries)

‘Make work pay’: Introduce gradual withdrawal of benefits after GMI
beneficiaries start working to cushion the abrupt loss of income from

benefits

e.g. beneficiaries could continue receive the full benefit or a fraction of it

for six or more months after taking a job

Similar effects achieved when threshold for exit from the GMI is set at a

higher nominal level compared to entry



Devolved Financing and Implementation Presents a
Challenge For Coordination and Monitoring

Overall recommendation to ensure an integrated system with common
objectives is good coordination of design and implementation, along
with common mechanisms and information systems for program
tracking and evaluation

Develop information system for Ministry of Welfare to track the
performance of GMI with administrative, qualitative and household budget
data

Bring dividends in terms of understanding how to adjust the design of GMI
in order to improve targeting accuracy, coverage of the poor and welfare
impact

Also, as a system of control and monitoring (including audit)

Will necessitate information tools, oversight staff and other resources



Vil ALMP Programs

How are ALMP programs
performing and what lessons can
be drawn for future policy
directions?

Presentation:

1. World Bank (201 3). Evaluation of active labor market programs
in Latvia (Mihails Hazans and Jekaterina Dmitrijeva)



Questions on Active Labor Market Programs (ALMPs)

Which ALMP programs (if any) helped to improve subsequent labor
market outcomes of the treated (trained) in comparison to otherwise
similar untreated unemployed?

How do different types of programs (occupational training, employer
provided training and informal education programs) differ from each
other in terms of their performance?

Does employer provided training perform considerably better than the
traditional (out-of-the-job) occupational training? Is there a case for a
substantial expansion of subsidized employer provided training in
Latvia?

How do different programs within each type (e.g. training in different
occupations, or informal education in different languages or at different
levels) differ from each other in terms of their performance?
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Exit to employment hazard, Females

by unemployment duration

by unemployment duration,
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Programs Covered

Occupational training for unemployed and (since 201 1)

training for unemployed with coupon method (OT)

vocational training, requalification and qualification improvement

Employer provided training leading to professional
qualification (EPT)

Informal education programs (IEP),

state and foreign language courses,

IT and software training,

training in business and record keeping,
services,

car, bus, tractor and other vehicle driving



Data

Individual data from two administrative data sources :

SEA register data - information related to registered
unemployment episodes and participation

SSIA monthly records — for constructing full employment history
between 2005 and 2012 for all individuals

Aggregate data from official statistics

Conversion of nominal wages gained in 2005-2011 to real
2012 Lats



Sample

We consider :

Flow sample of 508 437 individuals entering registered
unemployment between 01/01 /2008 and 31/12/2011

First unemployment spell occurring in this period and subsequent
employment outcomes;

robustness check - all unemployment spells

Excluded :

Individuals with other important treatments (subsidized jobs). Short
ALMP such as MIC (measures to improve competitiveness) allowed

Individuals with multiple treatments (several training programs
completed during the considered unemployment spells

Non-participants with training in future unemployment spells (a
very small group anyway)



Sample

Final sample - 78% of initial sample (399 928 individuals):
9% (35 458 individuals) treated (= trained) unemployed —
participants in a single training program.
34% (134 481 individuals) untreated unemployed, who have
not undergone any ALMP - “No ALMP” group.

58% (229 989 individuals) untreated unemployed, only
involved in short term ALMP (MIC) “Short ALMP only” group.

Robustness check — 517 484 spells; 9.6% treated; 35.1%
untreated “No ALMP” ; 55.3% untreated “Short ALMP only”



Analysis outline

| - Timing of participation (how programs are implemented)

Il - Selection into training (who chooses and/or is chosen)

For each of 3 main training types (OT, IEP, EPT) :

Composition of participant groups (distribution of main
characteristics)

Estimation of a selection equation : Binary outcome (Probit)
model is fit to estimate the probability to undergo a training
program T conditional on a set of individual and socio-
demographic characteristics (sex, age, region, education, work
experience, language skills, etc.)



Analysis outline (2)

lll = Evaluation (who benefit from training) using adequate

econometric approaches :
Duration models — modeling duration until job is found

Statistical matching approach comparing main employment
outcomes of treatment and control groups based on estimated
treatment probability (propensity score). We use both
nonparametric estimator (ex. kernel) if the form of
relationship between treatment and outcome is left flexible or
parametric (ex: OLS) if the assumed form is linear.

For outcomes that involve selection (wages only observed for
those who found jobs) — Tobit model (total time worked or
total earnings over a time period)



Ovutcomes (1)

Two alternative measures of time elapsed:

R- Time elapsed since registration (post-registration outcomes)
for both treatment (T) and control (C) groups

T- Time elapsed since the end of training (post-training
outcomes) for T group

Three alternative measures of unemployment duration :

D1: Duration from registration till job is found (or end of
observation period)

D2=D1, excluding duration of training (if any)

D3 =D1 for non-treated, while D3 = Duration from the end of

training till job is found (or end of observation)



Ovutcomes (2)

Four principal outcomes :

Y 1: Employment by time horizon: employed in month X (since
registration or since end of training)

Y 2: Transition to employment (3 or more months) at different
time horizons.

Y 3: Number of months worked within time horizon

Y4: Average monthly earnings, by time horizon (gross earnings
within X months since start/number of months worked Y3)

*Values of X — time horizon : 6-9-12-15-18-21-24 months



Ovutcomes (3)

Three secondary outcomes :
Y5 : Earnings at exit to job (15" or 2" month of employment)
Y6 : Number of subsequent unemployment spells (job stability)
Y7 : Number of subsequent employment spells (job stability)



Results of ALMP Evaluation

All types of professional training and informal education programs for
unemployed significantly improve participants' employment rates—both soon
after training completion and in the medium term

A substantial variation in terms of various labor market outcomes is found
both between types of programs and within each type

Overall, the best performing programs for men include:
professional training in manual, as well as service and a sales jobs
employer provided training in non-manual jobs
informal education programs in project management and software
informal education programs for professional drivers of transport and industrial vehicles

For women, the best performing programs include:

employer provided training in manual jobs

professional training in manual jobs

IT (basic skills)

state language (categories 2 & 3) and English (intermediate level)

professional training in manual, as well as service and a sales jobs



Results of ALMP Evaluation (2)

For most of the employer-provided training programs (service and
sales sector for both genders; manual jobs for men, and non-manual
jobs for women), the participants who keep their jobs have much
lower wages than otherwise similar participants of other
programs or non-participants; for females, these programs also do
not show a long-term effect on employment

There is no case for expanding subsidized employer provided
training

While short (non-training) measures to improve competitiveness of
the unemployed are useful, they cannot substitute training and
education, especially in the medium and longer term

Evaluation of new ALMP programs using micro-level data should
become a normal practice



Estimated ALMP effects on:
e employment rates 6 and 18 months after training (% points, lower scale)
e average earnin %, upper scale
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Who is unemployed or receiving welfare benefits in Latvia?
Anatomy of joblessness, marginal employment and benefit dependency

Céline Ferré, Herwig Immervoll and Emily Sinnott

1. Introduction

A common insight from policy evaluations of both employment and social support measures is that
careful targeting is crucial for the success of activation and poverty reduction strategies. This is
especially the case when the group of potential policy “clients” is growing and becoming more
heterogeneous, as is the case in Latvia today.

Unemployment in Latvia increased dramatically at the onset of the economic crisis in 2008 and, while
down significantly from its peak in early 2010, remains more than twice as high as before the crisis
(Figure 1).! With job losses mounting during the early phase of the recession, the share of long-term
unemployed declined initially before reaching 50 percent and more in 2010. However, as is typical for
the aftermath of deep recessions, long-term unemployment is now falling only very slowly and remains
at a very high level even as unemployment rates decline. In addition, unemployment trends do not
capture the full extent of labor market detachment. As more and more job seekers queue for available
employment vacancies in a labor-market downturn, a growing number of jobless become discouraged,
stop actively looking for work, and are therefore no longer counted as unemployed. As a result,
inactivity rates can remain high or keep growing, even as unemployment rates decline. In Latvia, the
share of labor-market inactivity remained close to 40 percent throughout 2010, despite unemployment
rates dropping by as much as one fifth.

Monitoring and responding to the greater diversity of labor market difficulties is one of the key
challenges of social and employment policy during and after a recession. For instance, while recent job
losers are likely to be relatively well placed to engage in self-directed job search and may initially only
require limited “active” employment support services, long-term unemployed or discouraged workers
typically face more formidable employment barriers calling for more comprehensive intervention and
support.

For a number of reasons, careful targeting and customizing of “passive” income support also becomes
more important when labor markets are weak. First, there are a greater number of households facing
severe economic challenges; making income transfers available to those who need them most therefore
becomes more pressing. Second, prolonged labor-market weakness can heighten concerns about long-
term benefit dependency. Tailoring financial support to individual and family circumstances can then be
an important part of strategies to maintain beneficiaries’ incentives to regain self-sufficiency. Finally,
fiscal pressures intensify the search for ways to target and refocus social spending.

This paper aims to strengthen the empirical basis for designing and targeting income support and
activation policies. It will use survey data to identify relevant groupings and characteristics of benefit
recipients and of individuals with no or limited labor-market attachment. Recognizing that those with
limited or no attachment to the labor market are a highly heterogeneous group, it seeks to contribute

' See also Vanags (2012).



policy-relevant information on the types of social and economic risks that different groups are facing,
and on the barriers that hold back their labor-market integration. The resulting information can
facilitate an effective targeting of policies that seek to alleviate these barriers. For instance, information
on the characteristics of benefit recipients or of labor-market inactive working-age individuals can be a
basis for identifying which groups are and are not served effectively by existing activation and support
policies, and for channeling policy efforts towards specific priority groups.

Figure 1: After a recession, labor market difficulties are more widespread and probably more
varied

LTU as a share of all

Unemployment rate (%) Employment rate (%) unemployed

60

50

® T o~ — ~—" 40 b ﬂ

15 . o wl V
20 +—
10 55
10
~— 50 0
: dle i lddlE il
® 2007 | 2008 | 2009 | 2010 | 2011 Ro1
0 40
sl eleldelald claldelaldeleldelaldaly| ||~ [Helalelslalelalallaalslelalslsalalaalela]
2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 2011|2012 2007 | 2008 | 2009 ‘ 2010 ‘ 2011 | 2012
—EU-27 Latvia —EU-27 Latvia EU-27 Latvia

Source: Eurostat (European Labor Force Survey).

The extent and categories of labor market difficulty in Latvia are set out in section 2. The aim is to move
beyond analyzing the situation of the registered unemployed, and to cover the entire potential
workforce that suffers from limited labor market attachment. Those outside or on the margin of the
labor market are frequently moving between non-employment and different states of “precarious”
employment. As a result, looking only at some of these states (e.g.,, unemployment) would not capture
the true extent of labor-market difficulties or the need for policy intervention. To provide a
comprehensive view on recent labor market challenges, the paper therefore develops a broad concept of
“weak labor market attachment”, including unemployment, inactivity, informal work as well as sporadic
or low-paid work. The section gives the definitions used and sources of data. Section 3 outlines the
characteristics of groups who are facing severe labor market difficulties. It uses household survey data
to characterize groups of people showing weak labor-market attachment over extended periods of time.
Section 4 identifies the main groups with persistent labor-market difficulties. The aim is to group
together individuals with similar characteristics using a wide range of demographic, family, social and
labor-market characteristics. This provides policymakers and caseworkers information on the differing
needs of the various groups experiencing labor market difficulties in Latvia. In section 5, the paper
concludes with a discussion of the targeting of employment and income support to the identified groups.

The paper is linked to World Bank (2013a), which focuses on recipients of welfare benefits (guaranteed
minimum income (GMI) and other benefits). Using administrative data for selected cities, World Bank
(2013a) documents the rise in benefit recipiency and the incidence of benefit receipt among different
population groups. The data is then used to reconstruct benefit spells for each recipient in order to



investigate whether welfare benefit receipt has been largely a temporary phenomenon or whether
recipients have typically been long-term dependent on these state benefits.

This paper also complements the existing report on barriers to employment commissioned by the State
Employment Agency (SEA).2 The results displayed here may differ from the former, as the main analysis
here uses longitudinal data, the datasets and years of reference are different from the SEA report, the
type of information collected (and thus the type of information that can be used) is more quantitative
than in the SEA survey, and the population of interest is not the same: While the the SEA report focuses
on unemployed individuals at a given point of time, the present study comprises a larger group of
individuals with longer-lasting or repeated labor market problems, including the inactive and informal.

2. Joblessness and weak labor-market attachment
Extent and types of employment difficulties

Spells of unemployment are a necessary element of a market-based growth process. If job reallocation is
efficient, in the sense that jobs move from less productive to more productive firms or sectors, then it
leads to a more productive economy and to higher incomes. This is especially true after deep recessions,
which tend to be associated with significant restructuring and changes in the sectoral composition of an
economy.

Box 1: Data and definitions
Data: two panel datasets: EU-SILC 2006/9 and EU-SILC 2007 /10.

Definition of vulnerability: an individual is considered vulnerable (V5) if he is experiencing the following
situation during at least half of the observed years:

- “Not working” (V1): not reported to have worked during any month of the year, or no labor income
- “Low work intensity” (V2): employed or self-employed at least one, but no more than six months during the year
- “Low earnings” (V3): labor income less than 80 percent of the full-time, full-year minimum wage

- “Informal” (V4): positive labor income but no (employer) social security contributions, or labor income is mainly
earned in kind, or the person reports being an unpaid family worker

These four categories are not mutually exclusive, and an individual could for instance be engaged in informal work
(V4) and receiving low earnings (V3).

Population of interest: vulnerable working-age individuals (aged 18 to 61) in each model constitute the
population of interest.

Different barriers can, however, prevent or slow an efficient job reallocation, creating significant
economic and social costs.3 For some groups, a combination of policy-related barriers and insufficient

? “Development of method for classification/profiling of unemployed” prepared by Consortium Ltd “Projektu un
kvalitates vadiba,” Ltd. E-Synergy under ESF project “Improvement of Management Capacity of SEA,” No.
1DP/1.3.1.4.0/08/IPIA/NVA/001.

? For instance, inadequately resourced or poorly targeted re-employment services reduce the quality of matches between
job seekers and job vacancies. Ineffective income support for jobseekers can have a similar effect. On the one hand,
insufficient support can prevent jobseekers from engaging in a thorough search for suitable vacancies, or force them to
accept low-productivity or informal jobs that do not adequately use or remunerate their skills. On the other hand, overly



skills or work experience means that they remain “stuck” without a job or in marginal employment for
extended periods of time. Long-term labor-market marginalization or detachment is known to erode
human capital and reduce both current incomes and future earnings prospects. Addressing the causes of
long-term labor-market difficulties, and alleviating their consequences, is therefore a crucial challenge
for labor-market and social policy.

With long-term unemployment rising, one would expect a large number of individuals in Latvia to be
“stuck” without work. A weak labor market may also be expected to push up the number of people with
sporadic, low-paid or informal work. But in this latter respect, the impact of the recession is in fact not
entirely clear-cut. On the one hand, a much weaker labor market is likely to make people more willing to
engage in low-paid, temporary or non-declared employment activities as a “second best” income source.
Employers who are under pressure to reduce costs will also seek to make greater use of lower-cost
alternatives to regular employees. However, on the other hand, informal workers and others with no or
little employment protection frequently assume a “buffer” function that helps firms to increase capacity
during a boom, without increasing fixed costs. Typically, these jobs are then the first ones to go in a
downturn.

Figure 2: Four different types of labor-market difficulties
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Using the Survey of Income and Living Conditions (SILC) that follows individuals over a four-year
period, it is possible to examine these trends, and the histories of people’s labor-market experiences, in
some detail. We distinguish between four different types of labor-market difficulties: not working at all
(“vulnerability I (V1)”, which includes both the unemployed and the inactive), working only a few
months during the year - “low work intensity” - (“vulnerability II (V2)”), low earnings (“vulnerability III
(V3)"), and informal work (“vulnerability IV (V4)”). The definitions are summarized in Box 1. Some of

generous or unconditional out-of-work support can delay or weaken job search activities. The relative importance of the
different barriers is likely to vary with economic conditions. For instance, evidence summarized in a companion paper
shows that when labor markets are weak, adverse work incentives are a less relevant determinant of employment
outcomes (World Bank, 2013c, and Immervoll, 2012).



those categories can overlap (e.g., those working informally or sporadically will typically have a higher
risk of low earnings). The groupings are shown schematically in Figure 2.

Figure 3: Broad categories of persistent labor market difficulties

a. 2006/9 Panel b. 2007/10 Panel
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= Low work intensity Cycling ("no pay - low pay")

Notes: Persistence is defined as experiencing the relevant status during at least one half of the
observed years using the following categories. “Not working” (V1): not reported to have worked
during any month of the year, or no labor income. “Low work intensity” (V2): employed or self-
employed at least one, but no more than six months during the year. “Low earnings” (V3): labor
income less than 80 percent of the full-time, full-year minimum wage. “Informal” (V4): positive
labor income but no (employer) social security contributions, or labor income is mainly earned in
kind, or the person reports being an unpaid family worker. “Cyclers”: those who are in more than
one of these categories during the period. In all cases, those who are in education or in military
service during most of the year are not categorized as facing labor market difficulties (and are
therefore not in either of the above categories).

Informality is not captured by the longitudinal data spanning 2006/2009 as it does not record
employers' contribution to social security for every year, so we did not use the "informal work"
variable. The longitudinal data spanning 2007/10 does record employer's social security
contribution for every year, and we use this information to identify informality (see Box 1).

Source: World Bank staff calculations based on the Latvian version of EU-SILC, waves 2007-2010
and 2008-2011 (with 2006 to 2009 and 2007 to 2010 as the reference year for incomes and
activity calendars).

Between 2007 and 2010, as many as one third of working-age individuals are either out of work or in
marginal employment in at least half of the observed years (Figure 3, panel b). Only a minority of them
(10 percent of working-age individuals) are persistently jobless. Almost as many have an informal, low-
paying or unstable job. And about the same number again move between no job and marginal or
sporadic work or are in more than one of these categories at the same time (e.g., informal and low
earnings). This pattern indicates that persistent labor-market difficulties are indeed far from one-
dimensional. In particular, they go beyond long-term unemployment and therefore require an
assessment of a broad range of out-of-work and in-work situations.



As one would expect, persistent labor market difficulties have become more common after the start of
the downturn: while 21 percent of the population were persistently vulnerable between 2006 and 2009,
the same figure for 2007-2010 rises to 30 percent of the population of working age (see Figure 3). The
proportion of individuals not working or cycling between low pay and no pay have both increased with
the crisis, from respectively 9 to 10 percent and 6 to 10 percent. On the other hand, low work intensity
has gone down from 4 to 2 percent. One must be cautious though, as part of the rise in vulnerability
from 2006/9 to 2007/10 is due to the inclusion in the later panel of informality (which mechanically
increases the number of vulnerable individuals).

3. What characteristics are associated with persistent labor-market difficulties?

This section takes a closer look at individuals categorized as experiencing persistent labor-market
difficulties (PLD) above. The information presented complements commonly used labor-market
statistics in several ways:

e [t accounts for labor-market experience over a longer period, rather than at a specific point in
time;

e It is multi-dimensional, meaning that it accounts for a whole range of potentially relevant
characteristics (e.g., age, gender, number of children, education and work experience), rather
than only one dimension at a time. This allows for a more detailed examination of the factors
that are positively or negatively associated with risks of persistent joblessness or precarious
employment; and

e [t considers both individual and family characteristics. Family circumstances are central for
designing and targeting employment and income support measures. Understanding them is
arguably especially important during and after a severe downturn as families can provide
essential income stabilization following earnings losses of one family member.

Table 1 reports the main results of a simple statistical model, which relates PLD status during a four-year
period to a broad range of potentially relevant individual and family characteristics. This format is convenient
for investigating which of a large number of factors are associated with a higher risk of PLD. The regression
approach is particularly helpful for disentangling the importance of different factors that are typically
correlated (such as sex, family status and work experience), which cannot be done using simple cross
tabulations.

A number of individual and household characteristics clearly increase the probability of being at risk of
PLD (positive coefficient): age, illness, being a single parent, having 3 children or more, sharing the
household with a sick person, living in a rural area, any labor status other than working full-time, low
qualified jobs. By contrast, more work experience, education, as well as having an occupation that
requires higher qualification levels reduces the risk of PLD (negative coefficient). Higher partner income
also appears to reduce the risk of PLD. This may be surprising, as individuals who share resources in
the same household may be expected to work less when household income goes up. The result indicates
a significant degree of “assortative matching” (those with higher incomes partner with high-income
individuals and vice versa), and that persistent labor-market difficulties may frequently affect more than
one household member at the same time.



Table 1: Factors associated with a higher or lower PLD risk (2007-10 Panel)

Logistic regression
Dependent variable: Persistent vulnerability (V5)

Number of observations = 4,908
LR x2(39) = 1,035,606

Prob>y%2=0
Log likelihood = -967,467 Pseudo RZ = 0.3486
Vulnerability status Coefficient Std. Err. z P>z [95% C.L]
Constant -5.517 0.094 -58.73 0.0 -5.70 -5.33
Age 0.173 0.007 23.58 0.0 0.16 0.19
Age squared 0.068 0.019 3.69 0.0 0.03 0.10
Age cube -0.016 0.002 -10.87 0.0 -0.02 -0.01
Experience -0.184 0.001 -149.91 0.0 -0.19 -0.18
Experience squared 0.088 0.003 32.54 0.0 0.08 0.09
Dummy (female) -0.776 0.007 -116.24 0.0 -0.79 -0.76
Dummy (ill/sick) 0.273 0.005 58.42 0.0 0.26 0.28
Dummy (in a relationship) 0.150 0.007 21.67 0.0 0.14 0.16
Dummy (single parent) 0.316 0.068 4.65 0.0 0.18 0.45
Dummy (children <6 years old) -0.382 0.008 -49.17 0.0 -0.40 -0.37
Dummy (3+ children) 0.060 0.003 18.51 0.0 0.05 0.07
Dummy (>59 years old) -0.035 0.005 -7.36 0.0 -0.04 -0.03
Dummy (partner vulnerable) 0.000 0.000 -49.12 0.0 0.00 0.00
Dummy (other family member ill) 0.111 0.006 18.76 0.0 0.10 0.12
Log (partner income) -0.028 0.001 -25.95 0.0 -0.03 -0.03
Female * Low education 0.469 0.007 71.17 0.0 0.46 0.48
Female * High education -0.510 0.007 -68.78 0.0 -0.52 -0.50
Female * In a relationship 0.003 0.008 0.35 0.7 -0.01 0.02
Female * Single Parent 0.341 0.070 4.89 0.0 0.20 0.48
Female * Children <6 y.o. 1.072 0.010 104.89 0.0 1.05 1.09
Female * 3+ children 0.276 0.008 35.64 0.0 0.26 0.29
Female * Other family member ill -0.235 0.008 -28.68 0.0 -0.25 -0.22
Rural 0.012 0.004 3.11 0.0 0.00 0.02
Economic status (omitted = working full-time)
Working part-time 1.276 0.008 155.54 0.0 1.26 1.29
Unemployed 2.440 0.007 326.47 0.0 2.42 2.45
Pupil, student, training 0.441 0.014 31.62 0.0 0.41 0.47
Retirement 3.450 0.016 220.56 0.0 3.42 3.48
Disabled/unfit for work 3.805 0.016 232.73 0.0 3.77 3.84
Domestic tasks 3.347 0.014 241.63 0.0 3.32 3.37
Other inactive 2.516 0.016 159.77 0.0 2.49 2.55
Occupation status (omitted = crafts workers)
Legislators/senior officials/managers -0.241 0.013 -18.79 0.0 -0.27 -0.22
Professionals -0.262 0.011 -23.65 0.0 -0.28 -0.24
Technicians/associate professionals 0.258 0.010 25.78 0.0 0.24 0.28
Clerks 0.042 0.014 2.96 0.0 0.01 0.07
Service workers/shop/market workers 0.721 0.010 73.45 0.0 0.70 0.74
Skilled agriculture/fisheries 1.940 0.014 138.49 0.0 191 1.97
Crafts workers 0.678 0.009 73.89 0.0 0.66 0.70
Elementary occupations 1.307 0.009 141.73 0.0 1.29 1.33
Not working 0.255 0.010 25.82 0.0 0.24 0.27

Note: see Annex for complete definition of variables.

Source: World Bank staff calculations based on the Latvian version of EU-SILC, waves 2008-2011 (with 2007 to 2010 as the

reference year for incomes and activity calendars).

Interestingly, when controlling for other characteristics, such as education levels, women are less likely
to experience PLD (negative coefficient for variable Dummy (Female)). However, women with greater



family responsibilities, such as caring for a young child (Female * Children <6 y.0.) are much more likely
to have persistently weak labor-market attachment. Partnered individuals (Dummy (in a relationship))
(as opposed to those who are single, divorced or widowed) are at a greater risk.

4. What are the main groups with persistent labor-market difficulties?

The results in Section 3 provide pointers for understanding specific individual risk factors that are
associated with a higher probability of persistent joblessness or marginal employment. However,
designing and targeting employment and income support measures also requires knowledge about on
the combined characteristics of people affected by PLD. For instance, case workers at the employment
office or the benefit administration need to have as full a picture as possible about their clients’
education, income, family situation, health status and work experience. This is something that the
regression approach, which focuses on one factor at a time, cannot provide.

To fill this gap, this section identifies the size and characteristics of different PLD groups. This is done
using a variant of a statistical clustering approach. The basic idea behind this is to cluster people into
groups that are both meaningful statistically and useful for policy purposes. This means

e that group members should be similar to each other,
e that members of different groups should be dissimilar, and

e that the characteristics used to define group membership should be observable by policymakers,
administrators or caseworkers.

Box 2 provides more details on the statistical approach used to search for suitable groupings over a
wide range of demographic, family, social and labor-market characteristics. The result of this exercise is
a set of groups characterized by similar characteristics of members within each group, and dissimilar
characteristics between groups.

Box 2: Approaches to identifying the meaningful subgroups

Latent Class Analysis (LCA) enables a characterization of categorical latent (unobserved) variables from an
analysis of the structure of the relationships among several categorical observed variables. LCA is thus "the
classification of similar objects into groups, where the number of groups, as well as their forms are unknown"
(Kaufman and Rousseeuw, 1990). The method was originally conceived of as an analytic method for survey data.
As an exploratory technique, LCA can be used to reduce a set of several categorically scored variables into a single
latent variable with a set of underlying types or “classes”. As a confirmatory method, the latent class model can be
used to test hypotheses regarding the researchers’ a priori assertions about the structure of the relationship
among the observed variables. In this paper, LCA was used as an exploratory technique to find an “optimal”
number of groups of individuals at risk of poverty with the most similar characteristics.

The LCA model can be seen as a probabilistic or model-based variant of traditional non-hierarchical cluster
analysis procedures such as the K-means method. Contrary to traditional ad-hoc clustering approaches, the LC
approach to clustering is model-based. The fundamental assumption underlying LCA is that of local independence,
which states that observations (AROPE (At Risk Of Poverty or social Exclusion) individuals in our case) in the same
latent class share a common joint probability distribution among the observed variables. Since persons in the same
latent class (cluster) cannot be distinguished from each other based on their observed responses, they are similar



to each other (homogeneous) with respect to these observed variables. Individuals are hence classified into the
class for which they have the highest posterior probability of belonging, given their observed characteristics.

LCA is thus most similar to the K-Means approach to cluster analysis in which cases that are "close" to one of K
centers are grouped together. In fact, LCA can be viewed as a probabilistic variant of K-Means clustering where
probabilities are used to define "closeness" to each center. As such, LCA provides a way not only to formalize the K-
Means approach in terms of a statistical model, but also to extend the K-Means approach in several directions:
flexible distance to the center of the cluster, determination of the optimal number of clusters, inclusion of
categorical and continuous variables, and inclusion of exogenous variables. First, while K-Means uses an ad-hoc
distance measure for classification, the LCA approach allows cases to be classified into clusters using model based
posterior membership probabilities estimated by maximum likelihood (ML) methods. Second, LCA provides
various diagnostics such as the BIC statistic, which help determine the “optimal” number of clusters. Third, while
K-Means clustering is limited to interval-scale quantitative variables, for which Euclidean distance measures can
be calculated, LCA can be performed on variables of mixed metrics (continuous, categorical (nominal or ordinal),
or counts or any combination of these). Fourth, the LCA model can be easily extended to include exogenous
variables (covariates).

The LCA model with covariates can be written as:

f0ilz) = Zk p(x=K[z) fyilx=k)

where y; is a vector of dependent (endogenous) indicators for individual i, z; is a vector of independent
(exogenous) covariates for individual , x is a nominal latent variable (and k denotes a class, k=1,2,..,K), and f{yi/x=k)
denotes the joint distribution specified for y; given latent class x=k.

For continuous y;, the multivariate normal distribution is used with class-specific means. In addition, the within-
class covariance matrices can be assumed to be equal or unequal across classes, and the local independence
assumption can be relaxed by applying various structures to the within-class covariance matrices. For variables of
other/mixed scale types, local independence among the variables imposes restrictions on second-order as well as
to higher-order moments.

For this note, vulnerable individuals in each model constitute the population of interest. Analyses were carried out
using persistent vulnerability: population of individuals who were vulnerable in at least one half of the observed
four consecutive years. The population was then restricted to working-age population (individuals aged 18 to 61).
Age categories, gender, civil status, education, experience, economic status, household composition, chronic illness,
type of vulnerability, partner’s vulnerability status and log-income, urban/rural breakdown, represent the
observed covariates and were used to predict the vulnerability status. In addition to these active covariates,
exogenous variables (inactive covariates) were included in the model, such as vulnerability index, mean labor
income, difficulties to pay (heating, arrears), housing ownership, whether the individual is actively looking for a
job, and size of social protection transfers. The inactive covariates do not influence the division of the population of
interest into clusters: they are added for the descriptive statistics and help the reader understand the composition
of the groups.

Two longitudinal analyses were conducted. For each of them, the LCA model was run with one to fifteen classes,
thus leading to fifteen different estimations. To determine the optimal number of clusters into which the
population of interest should be divided, we used two criteria that maximize the cohesion within clusters and the
distance between clusters: the Akaike and Bayesian Information Criterion (AIC and BIC). Choosing the “optimal”
number of clusters is not always scientific as often, neither the AIC nor the BIC reach a minimum. When that is the
case and there seem to be several “potential” optimums, the final number of clusters chosen was determined by
the steepness of the AIC and BIC curves in combination with the size of the clusters and researchers’ experience.

As an illustration, Table 2 shows two examples of the resulting groups of PLD individuals. In order to
focus on the main variables that characterize these groups, the example shows only those characteristics



that turn out to be helpful for distinguishing the group from others (the subset of characteristics shown
therefore mainly differs between the two groups). The illustrations show that the clustering method is
able to separate groups quite sharply along some of the characteristics. For instance, almost all
individuals in Group A were women but just over one quarter in Group B. Likewise, Group A members
had above-average education levels (just under 30 percent had completed a tertiary education), while
nearly half of Group B had not completed secondary education. Only very few individuals in Group A, but
a large majority in Group B, have a spouse or partner who is also facing PLD. Members of both groups
live with a spouse or partner and have children (under 6 years of age), so this is not a distinguishing
feature. But as will be shown below, it sharply separates both groups from a number of other groups
that are made up mostly of unmarried or childless individuals.

Other characteristics vary more widely within groups. While most women in Group A were not
persistently without a job, a sizeable majority of them are. And although there is, relative to other
groups of similar age, an above-average incidence of chronic illness in Group B, the majority of the group
does not report long-lasting health problems. In these and in other cases, individuals who differ in
certain respects are nonetheless grouped together if they are, in a statistical sense, otherwise
“sufficiently similar”.

Table 2: Groups with persistent labor-market difficulties - An illustration

Panel A Panel B
Group 4 “stay-at-home Group 5 “poorly
mums with small child educated, ruralmale
and working partner” breadwinner”

age 25-34 69% age 30-44 61%
married/cohabiting 26% married/cohabiting 92%
female 94% male 76%
tertiary education 29% tertiary education 5%
child <6 y.0 94% child <6 y.0 533%
waork experience>1yr 87% work experience>10yr  54%
not Informal 98% persistently low paid ~ 45%
spouse PLD 11% spouse PLD 74%

The statistical clustering tool provides probabilities for characteristics of group members but not, of
course, specific labels for these groups. Results can nevertheless be useful as a basis for thinking about
group labels. There are a large number of characteristics so care must be taken to resist
oversimplifications, and to keep arbitrary judgments to a minimum. With this in mind, careful labeling
can be useful as a basis for discussing suitable policies for each of the groups. The labels shown in Table
2 illustrate an attempt to find suitable labels that are capture relevant group characteristics.



The full set of groups is visualized in Figure 4 showing, again, only those characteristics that are
particularly relevant for distinguishing each of the groups from the others. (Annex 1 Table A.1 provides
a list of all characteristics that were used as an input into the clustering analysis, along with their
definition, while Annex 2 Tables A.2 through A.3 show detailed results for all groups and their entire set
of characteristics). Labels have been derived using the same procedure as illustrated in Table 2 and the
most sizable group is shown first.

Figure 4: Groups with persistent labor-market difficulties
Complete groupings for the period 2007-10

Group 1 Group 2 Group 3

“single older “single young males “older unemployed, fit
unemployed/disabled ” with low education” for work”

. 0ld/Middle-aged . Young 20-29 y.o. . Older 50+

45-61y.0. ‘ .Men . Married

. Single . Never married .10+ yrs.

. 10+ yrs. experience . Very low education experience

. Low education . Unemployed . Low education

. Many . No children . Unemployed/Low earnings
disabled/unemployed . Rural /Infrequent work

. Chronic illness

Group 4 Group 5 Group 6
“stay-at-home mothers “poorly educated, rural “self-employed older
with small child” male breadwinner” men”

. Younger women
25-39y.0.
. Married/union

. Higher education

.Child < 6 y.o0.

. Rural

. Working partner

Group 7 Group 8 Group 9

“disabled older women “highly educated stay- “disabled older women,

»”

at-home mothers” artner not workin
.30-39 y.0. women

. Married

. Higher education

. 10+ yrs. experience
. Children

. Urban

. Working partner

with working partner”

Notes: Group sizes are given for each group and show the percentage of all PLD individuals in a group.
See Annex 2 Table A.3 for full results showing probabilities/incidence for the full set of characteristics.

Source: World Bank staff calculations based on the Latvian version of EU-SILC, waves 2008-2011
(with 2007 to 2010 as the reference year for incomes and activity calendars).




The clustering approach has partitioned the PLD population into nine separate groups of varying sizes:
4 to 22 percent of the total PLD population (see Figure 4). Out of these nine groups, emerge populations
that may commonly be associated with labor-market vulnerability. But there are also a number of
groups that one may not typically see as vulnerable, or that may not be a focus of the policy debate at all.

- As expected, older individuals with chronic illnesses represent a large chunk of the PLD
population: three of the groups consist of a majority of chronically ill, old individuals who are out
of the labor force (unemployed, unfit for work or at home) who worked more than 10 years
(Groups 1, 7 and 9). The largest group (Group 1, 22 percent of all PLD) consists of divorced or
never married unemployed and disabled, the second group (Group 7, 6 percent of all PLD)
consists of married older women with a working partner with the highest level of disability out
of all groups, and the smallest group (Group 9, 4 percent) is mainly made of married women,
many of whom are unfit for work or have retired early, whose partner is also not working.

- Similarly, young or “prime-age” less-educated individuals are well represented within the PLD
population. The largest group is made of young married men, many of whom are 20 to 29 years old,
with very low levels of education (many have not completed secondary education), and constitutes the
second largest PLD group (Group 2, 18 percent). A smaller group (Group 5, 11 percent) is made up of
married men, 30 years and older, with again very low levels of education with children and a non-
working partner. In both cases, men are divided between individuals who worked full-time in the past
and those who mainly remained unemployed during the four years of the study.

- Finally, two groups emerge which would not have been suspected to be vulnerable: women with
a relatively high level of education and self-employed older men. The first group (Group 4, 11
percent) includes young married (or civil union) women, who have in the past worked full-time
and with young children (less than 6 years old). The second group (Group 8, 6 percent) consists
of 30-39 year-old urban women, working full-time, unemployed or at home, with children. The
last group (Group 7, 9 percent) consists of older men more likely to be self-employed. Informal
employment (V4) is the principal reason why these older men are included in the PLD
population.

Looking across groups, it is notable that four groups consist of unemployed individuals and full-time
workers: there is no group where PLD is a sole result of persistent joblessness. Thus a large majority of
individuals are not persistently unemployed or inactive but do engage in some formal or informal
market work during most of the years in our sample. This indicates that limited labor market
attachment is frequently not a result of lacking motivation or an inability to work. Some of the possible
policy implications of these patterns will be discussed in the ALMP and social benefits notes being
prepared as part of this project, which will ask whether some groups are, or should be, a particular
priority for employment and income support.

Before looking at the individual groups more closely, it is useful to examine the consequences of the
economic crisis for the composition and the heterogeneity of the PLD groups. Figure 3 above has already
shown that the size of the PLD group has increased after 2009. The introduction of this report has
argued that the greater number of newly unemployed in a recession, and the continually weak labor-
market conditions in its aftermath, is likely to result in a significantly more diverse group of people
experiencing labor-market difficulties and, hence, requiring policy support. When applying the
clustering approach to an earlier panel (2006-2009), and comparing against the results for 2007-2010,
we indeed find evidence that PLD after the recession affects not only a greater number of people, but
also a significantly different range of population groups.



This is shown in Figure 5, which visualizes the same clustering analysis done on the two different panel
waves: 2006/9 and 2007 /10. Clusters that represent similar populations are represented with the same
colors. The two graphs record a very similar number of clusters (eight and nine), so despite an increase
in PLD individuals, the number of subgroups has not increased by much. Neither has the intensity of
vulnerability much changed, with most clusters recording high proportions of high risk individuals and
low proportions of low risk individuals. However, one can spot several important changes between the
two waves.

Figure 5: PLD groups by intensity of vulnerability: Compare 2006/9 and 2007 /10 panel
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Notes: Intensity of vulnerability was calculated using the statistical model of persistent labor-market difficulties presented in
Section B.2, Table 1. The estimated coefficients were used to calculate a probability of experiencing PLD. Those with a score in
the bottom/top third of the whole working-age population (i.e., the 33 percent with the lowest/highest risk) were then
classified as “low risk”/”high risk”.

Source: World Bank staff calculations based on the Latvian version of EU-SILC, waves 2007-2010 and 2008-2011.




First, of the groups that are present in both panels, most have changed relative size and intensity of
vulnerability. The elderly and chronically-ill were split into two large groups in the earlier round (dark
and light orange), and combined into three smaller groups in the later round (dark and light orange). In
both 2006/9 and 2007/10 these groups represented around 240 thousand individuals, but because of
the growing number of people experiencing PLD, they are a much smaller proportion of the PLD group
in 2007/10. In addition to shrinking in terms of their relative size as a proportion of the overall
population experiencing work difficulties, these groups of elderly and chronically ill became also less at
risk with a larger proportion of these groups having high intensity of vulnerability.

Second, some groups existed in the first round but then disappeared in the second one: the group of
more educated self-employed men (dark blue) who are vulnerable due to the informal nature of their
work shrunk by half in the 2007/10, and stand out as the group with the highest proportion of low
vulnerability individuals. Similarly, the group made up of old single self-employed individuals, working
full-time or unemployed (light blue) appear only in the 2006/09 period where they represent the third
largest share of the PLD population.

Third, all groups shift away from lower intensities of vulnerability towards a larger share of high
intensity of vulnerability.

Fourthly, employment status had a good explanatory power in the later round, splitting groups rather
well, while in the 2006/09, in four groups out of eight, full-time employment is mixed with
unemployment.

5. Conclusions: Targeting employment and income support

Long-term labor-market difficulties can lead to economic hardship for the individuals and families
concerned. With labor income being the primary income source for working-age people and their
families, extended spells without adequately paid employment leave families financially vulnerable and
with a high risk of poverty. Some groups are, however, better able than others to cope with low or no
labor income. They may have access to other income sources (including state benefits), they may receive
support from other household members or from extended family, or they may have savings they can
draw upon.

A large majority of households with vulnerable individuals is receiving social transfers: in the 2007/10
EU-SILC panel, between 76 and 100 percent of the households in each cluster receive one social transfer
or more (see Table 3). In addition, social transfers seem to be generally quite well targeted: the clusters
with the highest proportion of unemployed (groups 1 through 5 with respective unemployment
probabilities of 34, 35, 42, 15, and 43 percent) also appear to be the clusters that have the greatest
access to unemployment benefits (respectively 16, 13, 25, 24 and 23 percent). As expected, households
with a high probability of having children (groups 4, 5, and 8), have the largest probabilities of receiving
family benefits (respectively 99, 85 and 62 percent). The same story goes for disability, where groups 1,
7, and 9 have respective probabilities of receiving the disability transfer of 27, 32, and 31 percent. Older
households (groups 1, 3, 7, and 9), also have the highest probability of receiving an old-age pension
(respectively 9, 8, 7 and 9 percent).



Table 3: Access to Social Transfers by Group (2007-2010)

Group
1

0ld, never married/divorced, 10+ yrs

exp, unemployed, no child, ill

Group

Young men, never married, low

2

education, FT /unemployed, no child,

Group
3

0ld, married, 10+ yrs exp, unemployed,

Group
4

Younger women, married, high
education, FT, young child, rural

Group

30-40 y.o. men, married/union, low

w1

education, 10+ yrs exp, unemployed/FT,

children, partner vulnerable rural

Group
6

Older men, married, 10+ yrs exp, FT,

Group
7

0ld women, married, 10+ yrs exp, unfit

Group
8

30-40 y.o. women, married, high

education, 10+ yrs exp,

FT/unemployed/at home, children,

Group
9

0ld women, married, low education, 10+
yrs exp, unfit for work/at home/

unemployed, no child, ill, V1, partner

% o | self-employed, no child, V4
w

Q & | for work/at home, no child, ill, V1
N O

=
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] E
E ¢ g E
2 = 5 g
Any benefit 78.9 84.3 84.0 100.0 92.3 83.3 93.3
Family 19.3 37.5 32.0 99.3 84.7 62.1 55.2

2~ Social
E .g Exclusion 9.0 6.8 5.6 12.6 15.6 2.9 7.5 7.0 2.7
Z § Housing 8.8 7.5 43 6.5 9.6 0.7 1.8 0.3 4.8
2 g Unemployment 16.1 13.3 26.4 24.0 23.0 1.0 3.3 17.4 6.0
é i Sickness 8.8 9.9 131 19.8 3.5 5.8 0.6 14.1 2.6
= Disability 27.2 8.2 14.3 0.2 10.3 1.5 32.6 2.2 31.0
Old-age 8.5 0.2 8.0 0.0 0.3 1.7 6.9 1.9 9.4
Survivor 3.8 2.5 0.5 0.8 0.3 0.0 0.1 0.4 1.4
s Any benefit 55.5 29.1 29.6 27.7 36.6 15.1 28.8 13.6 66.6
g E 5 Family 2.4 4.1 2.5 13.9 13.7 4.6 3.1 6.0 11.9

= E < E Social
;;.E gg Exclusion 1.5 0.8 0.6 1.2 2.4 0.5 0.7 0.1 1.0
E & E 2 Housing 0.9 0.6 0.4 0.6 0.6 0.2 0.2 0.1 0.3
g % % %o Unemployment 5.6 5.1 6.0 6.7 9.0 1.4 2.8 3.0 8.7
B 2 s E Sickness 1.4 2.0 2.1 2.0 0.7 0.6 1.4 1.4 0.7
= E EI,.E Disability 17.5 5.7 6.0 1.0 5.1 1.2 12.0 0.4 23.8
g © = Old-age 6.0 1.5 3.1 0.3 0.2 0.2 4.0 0.6 6.4
< Survivor 1.8 0.9 0.2 0.2 0.9 0.2 0.1 0.1 0.7

Notes: Intensity of vulnerability was calculated using the statistical model of persistent labor-market difficulties presented in
Section B.2, Table 1. The estimated coefficients were used to calculate a probability of experiencing PLD. Those with a score in
the bottom/top third of the whole working-age population (i.e., the 33 percent with the lowest/highest risk) were then

classified as “low risk”/”high risk”. FT denotes a full-time worker, OA represents old-age pension.

Source: World Bank staff calculations based on the Latvian version of EU-SILC, wave 2008-2011.

The proportion of income provided by social benefits however varies considerably across the nine
groups. They are plotted on the vertical axis in Figure 6 and include family, housing and minimum-
income support, as well as social insurance benefits such as unemployment or sickness/disability
benefits and old-age pensions. Benefits have provided only a limited “top up” of family incomes,



accounting for at most one third of family incomes in all groups except the groups of older women
chronically-ill and with low education (group 9) and old chronically-ill unemployed individuals (group
1) where transfers represent half and two-thirds of total income. Transfers remained quite low for the
more educated (self-employed and 30-40 year-old women).

Figure 6: Targeting income support: Some groups have much greater need for support (Results

for 2010)

Benelits asshare of total house haold

age pension.

income

Notes: Intensity of vulnerability was calculated using the statistical model of persistent labor-market difficulties
presented in Section B.2, Table 1. The estimated coefficients were used to calculate a probability of experiencing PLD.
Those with a score in the bottom/top third of the whole working-age population (i.e., the 33 percent with the
lowest/highest risk) were then classified as “low risk”/”high risk”. FT denotes a full-time worker, OA represents old-

Source: World Bank staff calculations based on the Latvian version of EU-SILC, waves 2008-2011 (with 2007 to 2010 as
the reference year for incomes and activity calendars).
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From a targeting perspective, it is desirable to direct support to those who need it most. To the extent
that low benefit generosity results from a lack of neediness, it is simply a reflection of effective targeting.
Indicators of high vulnerability* in Figure 6 suggest that higher risk households are those receiving a
higher share of benefits in total family income. Indeed, groups with the largest shares of people with
high risk of vulnerability (older, chronically-ill) appear to receive the most generous income support
payments relative to their total income. The results are consistent with the interpretation that benefits

4 Those with a score in the bottom/top third of the whole working-age population (i.e., the 33 percent with the lowest/highest
risk) were then classified as “low risk”/”high risk”.



are effective at reducing vulnerability among those who receive them (groups 7 and 9, and to a lesser
extent 1), but that coverage and/or generosity can remain low for some of the groups who appear to be
in particular need of income support (group 9 for instance).

Targeting issues also arise with activation measures, employment services, and other types of active
labor market policies, such as training. Spending on active labor market policies per unemployed person
typically falls very substantially during recessions (see companion paper World Bank, 2013b, and
Immervoll and Scarpetta, 2012). There is a strong case for some automatic adjustment of active labor
market spending as unemployment goes up in order to maintain PES service quality and the
accessibility of labor-market programs. However, recessions leave policymakers with difficult choices
about spending priorities. Even with a strong commitment to active labor-market policy, the aftermath
of recessions will result in increased pressures to channel resources to those who need them most, or to
groups where policy intervention is likely to have the greatest probability of success.

Those two criteria need not, and generally do not, provide the same answers about the desirable
targeting mechanisms. This is illustrated in Figure 5 above, which shows on the horizontal and vertical
axes the shares of people with predicted “low” and “high” risk of PLD in each group (see figure notes for
a description of how these were calculated). This is useful because, although members of each group are
all facing PLD and share many other characteristics, they are not identical. Some of them will face
greater labor-market difficulties than others. It is therefore useful to ask how likely it is for each
member to experience PLD given his or her characteristics.

If the objective is to focus activation policy efforts on those who are, in a sense, furthest from finding and
holding a stable and adequately paid job, then policy should focus on those with a high risk of PLD. One
can think of these group members as those with multiple or relatively major employment barriers. Using
such a criterion, groups 1, 3, 7, and 9 (old and retired individuals with chronic illnesses) should be
prioritized for activation measures.

A very different set of priorities would result if the objective is to focus efforts on groups where a
significant numbers of individuals have relatively low risks of PLD. Group 6 would need to be prioritized
in this case, i.e. the self-employed population. Such a strategy may be attractive as policies would have to
“bridge” a smaller gap since people may already be relatively well equipped for finding a good-quality
job. The probability of successful activation would therefore likely be higher. But at the same time, some
of those “low risk” individuals may well have succeeded in overcoming their PLD even without active
policy support.

In practice, it is useful to consider a wide range of information when deciding on policy design and
targeting. The information in Figure 5 and Figure 6 should arguably be read in combination as an
integrated policy approach would seek to tackle employment barriers and PLD risks, as well as
indicators of economic hardship. The different perspective on group characteristics and employment
barriers also highlights the need to link benefit design and activation policies. As part of an employment-
oriented policy framework, benefits provide a principal instrument for linking unemployed people to
employment services and active labor market programs. Low benefit coverage among those with
persistent labor-market difficulties is not only a concern from an equality and poverty-reduction point
of view. It also makes it harder to implement and deliver effective activation strategies and employment
services, as those outside the scope of benefits tend to find accessing these services significantly more
difficult.
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Annex 1

Table A.1: Variables used for Latent Class Analyses

Active Covariates

Age group (15-19y.0.)
Age group (20-24 y.0.)
Age group (25-29 y.0.)
Age group (30-34 y.0.)
AGE Age group (35-39 y.0.)
Age group (40-44 y.o0.)
Age group (45-49 y.0.)
Age group (50-54 y.0.)
Age group (55-59 y.0.)
Age group (60-61 y.0.)
Female
Male

Consensual union

GENDER

Divorced
CIVIL Married
Never married
Separated
Widowed
Pre-primary
Primary
EDUCATION Lower Secondary
(Upper Secondary
Post-secondary
1st stage tertiary
None
1year
EXPERIENCE 2-3 years
4-5years
6-10 years
>10 years
Disabled/unfit for work
Domestic tasks
Other inactive
ECONOMIC STATUS Pupil, student, trainee
Retirement
Unemployed
Working full-time
Working part-time
SELF-EMPLOYED Dummy
CHILDREN <6 y.o. Dummy

NUMBER OF CHILDREN <16 None



Active Covariates

y.o. 1 child
2 children
> 3 children
CHRONIC ILLNESS Dummy
V1P Persistent V1 = Not working at all
V2P Persistent V2 = Low work intensity (working less than 50% of year)
V3P Persistent V3 = Low earnings
V4P Persistent V4 = Informal job (employer not paying Social Security contributions)
Partner V5XP Partner persistent V1 or V2 or V3
Partner V4P Partner persistent V4
Partner income (Monthly, 0 if no partner)
GEO Rural
Urban
Inactive covariates
No
LOW INTENSITY Yes
N/A
No
HIGH INTENSITY Yes
N/A
Mean labor income
No
ARREARS Yes
N/A
HEATING No
Yes
HARDSHIP No
Yes
OWN HOUSE No
Yes
No
ACTIVELY LOOK FOR JOB Yes
N/A
Family

Social Exclusion
SOCIAL BENEFITS (% total Housing

household income for Unemployment
everybody) 0ld-Age
Sickness
Disability
Family

SOCIAL BENEFITS (% total Social Exclusion
household income for those Housing

getting transfer) Unemployment

Old-Age



Active Covariates

SOCIAL BENEFITS
(participation)

Sickness
Disability
Family

Social Exclusion
Housing
Unemployment
Old-Age
Survivor

Sickness




Annex 2

The following tables present detailed statistics on the clusters obtained with Latent Class Analysis. Two
tables using longitudinal data are displayed: these show the results for the EU-SILC 2006-2009 and EU-
SILC 2007-2010 (see Table A.2 and Table A.3, respectively).

Within each table, each column represents a different cluster or grouping. The first line (size of cluster)
displays the relative size of each group with respect to the total population of vulnerable individuals.
The first cluster is always the largest one, and then the rest of clusters are organized in decreasing order
of size.

Within each table are displayed the different variables used to construct the groups: age categories,
gender, civil status, educational attainment, experience, economic status, dummies for self-employment,
children under 6 years old, number of children, chronic illness, type of vulnerability, partner’s
vulnerability status and income, and geographic indicator. Within each column (or cluster), the number
associated with each occurrence, is the probability that one individual classified in that group belong to
that category. For instance, and individual in the first cluster of Table A.2 has a probability equal to 19.2
percent to be 60 to 61 year-old.

The second half of each table displays descriptive statistics of some variables that were not used to
create the groupings—i.e. inactive covariates—but that were considered to be important to understand
the clusters in more detail. Thus, an individual belonging to the first cluster of Table A.2 will have an
average annual income of €233 and a probability of having arrears of 31.6 percent.

The cells with bolded numbers in the table represent the category with the highest occurrence in each
cluster/group (i.e. the one that helps distinguish one cluster/group from the other ones).



Table A.2: Panel 2006-2009

Size of Cluster (% to total PLD

opulation 16.5 15.8 15.5 14.1 13.9 11.5 8.7 4.0

Age group (15-19y.0.) 0.0 0.0 0.0 2.0 0.0 0.0 0.0 0.0

Age group (20-24 y.0.) 0.0 4.6 0.0 39.6 0.0 0.0 31 4.7

Age group (25-29y.0.) 0.0 42.9 0.0 34.5 0.0 0.0 14.4 0.0

Age group (30-34 y.0.) 0.0 24.5 5.6 12.7 0.0 0.0 25.3 32.9

AGE Age group (35-39y.0.) 4.6 16.3 10.2 9.4 5.0 2.3 34.5 42.1
Age group (40-44 y.o.) 12.7 8.8 17.0 1.7 11.7 9.2 14.0 0.0

Age group (45-49 y.0.) 21.7 1.1 11.0 0.0 20.9 16.5 8.5 10.6

Age group (50-54 y.0.) 18.4 1.4 18.4 0.0 25.0 22.7 0.0 4.7

Age group (55-59y.0.) 23.2 0.4 27.9 0.0 26.0 32.0 0.0 0.3

Age group (60-61y.0.) 19.2 0.0 9.8 0.0 11.4 17.3 0.0 4.6

GENDER Female 55.6 94.8 479 50.5 49.2 67.9 62.9 89.3
Male 44.4 5.2 52.1 49.5 50.8 321 37.1 10.7

Consensual union 4.5 20.4 4.3 0.0 29 3.3 25.7 20.6

Divorced 34.7 33 29.3 9.2 3.6 7.3 7.3 0.2

CIVIL Married 16.3 76.2 22.6 0.0 89.4 86.3 64.8 79.1
Never married 23.2 0.0 16.6 83.1 0.0 0.0 0.0 0.1

Separated 10.4 0.0 10.2 7.3 2.3 0.5 1.8 0.0

Widowed 11.0 0.0 17.0 0.4 1.8 2.7 0.3 0.0

Pre-primary 0.0 0.0 0.3 0.6 0.0 0.0 0.0 0.0

Primary 0.3 0.0 0.8 1.4 0.0 0.0 4.5 0.0

EDUCATION Lower Secondary 28.1 14.7 21.4 354 10.9 19.6 42.9 0.1
(Upper) Secondary 49.7 39.8 60.4 499 71.6 66.5 47.2 67.4

Post-secondary 7.7 3.4 3.3 2.6 5.0 4.0 5.3 1.7

1st stage tertiary 14.2 42.1 13.8 10.1 12.5 10.0 0.1 30.9



None 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

1 year 0.0 3.3 0.0 29.3 0.5 0.0 4.1 9.0

EXPERIENCE 2-3 years 1.1 23.1 0.0 30.5 0.0 0.0 10.1 0.0
4-5 years 3.9 22.6 0.1 19.2 0.0 1.9 9.3 13.7

6-10 years 119 22.1 7.9 20.4 2.4 7.2 48.6 36.7

>10 years 83.1 28.8 91.9 0.6 97.0 90.9 27.9 40.6

Disabled/unfit for work 44.9 0.0 7.8 2.4 9.1 26.5 1.5 7.4

Domestic tasks 11.0 15.3 2.8 3.8 4.8 29.7 17.2 13.3

Other inactive 4.7 11.3 2.5 7.4 0.6 5.0 8.5 0.0

ECONOMIC STATUS Pup.il, student, trainee 0.0 0.7 0.0 2.4 0.0 0.0 0.0 3.4
Retirement 11.9 0.0 5.9 0.0 14.3 12.9 0.0 1.7

Unemployed 22.9 14.6 32.8 40.8 35.5 23.3 38.3 51.7

Working full-time 2.0 53.6 37.4 34.8 28.3 1.1 26.5 22.5

Working part-time 2.7 4.6 10.8 8.3 7.5 1.6 8.0 0.0

SELF-EMPLOYED No 99.8 99.3 86.7 96.1 85.6 100.0 96.9 100.0
Yes 0.2 0.8 13.4 3.9 14.4 0.0 3.2 0.0

CHILDREN <6 y.0. No 85.2 1.0 86.3 69.8 93.1 88.0 40.5 77.5
Yes 14.8 99.0 13.7 30.2 6.9 12.0 59.5 22.6

None 80.8 0.5 65.5 49.6 76.5 75.2 16.3 43.0

NUMBER OF CHILDREN 1 child 7.6 61.8 25.6 29.4 17.7 19.6 271 33.0
<16y.o. 2 children 10.4 26.4 5.8 18.7 3.8 1.9 36.6 24.0

> 3 children 1.3 11.4 3.1 2.4 2.0 3.3 20.0 0.0

CHRONIC ILLNESS No 15.1 80.8 49.0 67.3 43.3 31.1 62.8 72.1
Yes 84.9 19.2 51.0 32.7 56.7 69.0 37.2 27.9

Vi No 0.5 71.1 83.0 74.3 83.3 3.6 57.8 39.2

Yes 99.5 28.9 17.0 25.7 16.7 96.5 42.2 60.8

V2 No 98.3 36.1 33.9 37.2 29.1 99.8 49.0 75.6

Yes 1.7 64.0 66.1 62.8 70.9 0.2 51.1 24.4

V3 No 99.2 66.4 34.6 62.9 41.3 99.5 61.9 92.8

Yes 0.9 33.6 65.4 37.1 58.7 0.5 38.1 7.2



N/A 75.6 0.0 69.1 100.0 0.0 2.8 2.3 0.1

PARTNER V5X No 0.0 96.6 0.1 0.0 81.6 70.7 54.7 99.8
Yes 24.4 3.4 30.9 0.0 18.4 26.5 43.1 0.1

GEO Urban 46.9 42.5 38.7 51.2 43.0 46.6 28.8 90.2

Rural 53.1 57.5 61.3 48.8 57.0 53.4 71.2 9.8

No 100.0 98.2 94.8 97.9 87.6 100.0 98.3 96.5

LOW INTENSITY Yes 0.0 1.8 5.0 1.3 12.4 0.1 1.7 3.5
N/A 0.0 0.0 0.2 0.8 0.0 0.0 0.0 0.0

No 0.0 20.4 22.5 19.1 26.0 1.0 9.3 17.4

HIGH INTENSITY Yes 100.0 79.6 77.3 80.1 74.0 99.0 90.7 82.7
N/A 0.0 0.0 0.2 0.8 0.0 0.0 0.0 0.0

Mean labor income 233 2497 1917 1943 2108 370 1456 3269
No 1.4 11.1 0.9 1.4 1.8 4.0 3.9 7.2

ARREARS Yes 31.6 30.3 38.2 33.6 15.5 24.2 43.9 24.5
N/A 66.9 58.6 61.0 65.1 82.7 71.9 52.2 68.3

HEATING No 32.7 13.2 339 23.1 14.0 14.1 27.9 5.2
Yes 67.3 86.8 66.1 76.9 86.0 86.0 72.1 94.8

HARDSHIP No 47.6 9.2 394 34.4 17.9 26.3 39.2 9.2
Yes 52.4 90.8 60.6 65.6 82.1 73.7 60.8 90.9

OWN HOUSE No 17.7 14.0 16.5 11.5 8.1 10.4 26.0 8.7
Yes 82.4 86.0 83.5 88.5 91.9 89.6 74.0 91.3

No 0.2 2.4 1.3 0.0 0.0 0.5 0.1 0.0

ACTIVEL]\E)IéOOK FOR Yes 20.4 12.3 28.9 39.0 25.7 26.2 32.5 46.3

N/A 79.4 85.3 69.9 61.0 74.2 73.3 67.5 53.7



Any benefit 90.3 99.3 83.3 84.7 84.0 90.4 96.4 78.5

Family 21.2 98.3 37.6 48.6 41.0 371 86.4 61.7

Social Exclusion 13.6 4.4 7.5 10.5 3.6 8.4 21.8 3.8

Housing 10.5 0.1 2.7 3.0 1.3 1.3 1.3 0.0

SOCIAIf E.;ENEFITS Unemployment 1.8 18.3 14.1 13.2 20.2 6.3 16.9 7.7
(participation) )

Sickness 11.7 16.6 9.6 9.5 9.9 5.8 13.5 0.6

Disability 51.5 0.6 14.2 9.0 13.9 34.0 6.6 5.2

Old-age 6.9 0.0 7.0 0.0 7.4 9.0 0.0 1.6

Survivor 1.4 0.0 5.6 2.0 0.0 0.4 0.2 0.0

Any benefit 68.3 17.2 38.6 23.8 20.7 30.1 23.6 14.6

Family 4.1 12.4 5.6 7.5 3.1 3.1 12.0 5.6

Social Exclusion 0.7 0.1 11 0.3 0.2 1.2 0.8 0.1

[ssgrilgﬁgglgggfm Housing 15 0.0 0.2 0.4 0.1 0.1 0.0 0.0

HH disposable income Unemployment 0.8 1.4 3.6 2.2 3.8 3.5 2.1 0.2
p ’ .

all HH) Sickness 0.7 0.8 1.3 1.4 3.3 1.4 1.3 0.7

Disability 33.4 0.6 6.7 3.2 3.0 9.9 3.1 4.7

Old-age 4.7 0.1 3.8 1.0 3.8 4.1 0.0 0.1

Survivor 0.7 0.0 1.6 0.4 0.2 0.3 0.7 0.0

Any benefit 74.0 17.3 46.2 28.0 24.6 33.2 24.5 18.6

Family 19.1 12.6 14.9 15.5 7.7 8.4 13.9 9.1

SOCIAL BENEFITS Social Exclusion 4.8 1.7 14.9 2.7 6.7 13.7 3.8 2.7

(share of HH benefitin  Housing 13.8 1.0 7.7 14.4 4.4 9.9 1.2 4.6

HH disposable income, = Unemployment 24.7 4.2 14.3 11.7 11.8 15.2 6.0 1.7

HH receiving the Sickness 4.8 1.6 12.7 4.2 19.9 3.3 29 3.9

benefit) Disability 56.7 13.8 329 19.8 145 22.9 11.9 12.1

Old-age 57.0 125 42.2 35.5 34.2 19.6 12.3 5.9

Survivor 51.1 21.5 25.9 12.0 6.4 34.7 21.5 23.6



Table A.3: Panel 2007-2010

Size of Cluster 21.6 17.5 13.6 11.3 11.2 8.8 6.4 6.1 3.6
Age group (15-19y.0.) 0.0 1.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Age group (20-24 y.0.) 0.0 31.6 0.0 7.4 1.9 0.0 0.0 4.5 0.0
Age group (25-29y.0.) 0.0 40.5 0.0 37.7 12.3 2.6 0.0 8.3 0.0
Age group (30-34 y.0.) 0.5 19.1 0.0 311 28.1 0.3 0.1 21.8 0.0
AGE Age group (35-39y.0.) 9.4 6.5 7.3 17.4 20.7 11.6 1.0 241 0.1
Age group (40-44 y.o.) 13.8 0.7 20.5 5.7 12.4 301 15.9 5.6 7.7
Age group (45-49y.0.) 18.1 0.0 17.4 0.7 8.5 23.2 12.8 7.7 18.9
Age group (50-54 y.0.) 241 0.0 22.0 0.0 9.5 241 27.4 23.0 21.4
Age group (55-59y.0.) 19.9 0.0 22.8 0.1 6.6 6.3 30.5 2.7 30.0
Age group (60-61y.0.) 14.2 0.0 9.9 0.0 0.0 1.8 12.4 2.3 22.0
GENDER Female 48.0 339 51.0 94.2 24.0 31.6 68.5 79.5 61.3
Male 52.0 66.1 49.0 5.8 76.0 68.4 31.5 20.5 38.8
Consensual union 0.0 0.3 39 22.4 34.5 2.7 7.7 21.5 10.1
Divorced 36.8 4.2 10.0 9.6 7.4 34 6.9 0.0 1.9
CIVIL Married 0.0 0.0 82.2 63.7 57.3 90.9 83.5 72.4 81.8
Never married 32.8 90.4 0.3 0.6 0.0 0.0 0.0 11 0.0
Separated 12.7 4.9 1.5 3.8 0.6 3.0 0.0 51 0.0
Widowed 17.8 0.2 2.2 0.0 0.2 0.0 1.9 0.0 6.1
Pre-primary 0.3 0.2 0.0 0.0 1.3 0.0 0.0 0.0 0.0
Primary 0.2 2.8 0.1 0.2 2.3 0.0 1.7 0.0 0.0
EDUCATION Lower Secondary 19.0 46.7 8.4 18.5 45.9 1.4 8.0 7.2 30.4
(Upper) Secondary 60.8 35.7 70.7 52.4 46.0 70.5 74.0 46.5 61.5
Post-secondary 8.1 1.5 8.8 0.0 0.0 119 5.2 10.7 6.2

1st stage tertiary 11.6 13.1 12.0 28.9 4.5 16.2 11.1 35.7 1.9



EXPERIENCE

ECONOMIC
STATUS

SELF-
EMPLOYED

CHILDREN <6
y.0.

NUMBER OF
CHILDREN
<l6y.o0.

CHRONIC
ILLNESS

Vi
V2
V3

V4

None

1 year

2-3 years

4-5 years

6-10 years

>10 years
Disabled /unfit for
work

Domestic tasks
Other inactive
Pupil, student,trainee
Retirement
Unemployed
Working full-time
Working part-time
No

Yes

No

Yes

None

1 child

2 children

> 3 children

No

Yes

No

Yes

No

Yes

0.0
0.0
0.2
1.2
12.0
86.5

22.4
7.5
3.4
0.0
7.0

33.6

21.7
4.4

89.8

10.2

93.6
6.4

84.4

11.4
3.2
1.0

42.8

57.2

55.2

44.8

75.0

25.0

63.2

36.9

74.8

25.2

6.8
16.9
30.2
16.3
17.0
12.9

3.4
2.4
6.1
5.0
0.0
34.9
42.9
53
93.4
6.6
81.8
18.2
67.6
229
5.4
4.0
81.2
18.8
75.5
24.5
70.8
29.2
59.9
40.1
64.5
35.5

0.0
0.0
0.0
0.1
3.7
96.2

7.6
2.0
0.0
0.0
9.6
42.3
28.0
10.6
98.2
1.8
98.1
19
83.3
13.6
31
0.1
53.0
47.0
89.4
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Expenditure and Performance of Welfare Benefits and Employment
Programs in Latvia

Victoria Strokova and Tomas Damerau

Executive summary

Social protection aims at supporting the poor and vulnerable, as well as helping individuals,
families and communities manage risks. Social protection consists of social insurance and social
assistance programs and labor market policies. Social insurance programs are financed by
contributions and aim to help individuals withstand income shocks, as well as secure livelihood in
old age, in case of disability or loss of parents. Main social insurance programs are pensions.'
Social assistance or welfare programs” are non-contributory benefits (or services) targeted at the
poor, as well as families with children, disabled and other categories of the population who may
need income support or other assistance.’ Finally, labor market programs include passive income
support to the unemployed (unemployment insurance or assistance) and active labor market
programs (ALMPs). This note primarily focuses on non-contributory social assistance benefits and
labor market policies.

This note provides a review of expenditure on social assistance and employment programs in
Latvia in comparison with other Furopean Union (EU) countries. It also benchmarks
performance of non-contributory cash transfers against the objective of poverty alleviation,
Le. it looks at coverage, targeting accuracy and benefit adequacy of social assistance transfers
targeting the poor.

The “poor” in this note are defined as those in the poorest quintile (poorest 20 percent)
based on equivalized disposable income before all social assistance transfers. While this is
different from the definition of the poor (those below the at-risk-of-poverty threshold) used in the
European Union*, in practice in Latvia there is a significant overlap between these two groups: 95
percent of those “at-risk-of-poverty” belong to the poorest quintile.

" Other social insurance programs include maternity and parental leave, insurance against work injury and sick leave, as well as
unemployment insurance. The latter in this note is considered under the labor market policies.

* See Box 1 for information on main types of social assistance programs in EU countries. See Table 1 for an overview of main social
protection programs in Latvia and classification used in this note.

3 In this note, social assistance is defined as all non-contributory programs (in cash or in kind), whether they are means-tested or not.
* In the EU the poor are defined as individuals living in households with an equivalized disposable income (after social transfers)
below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income after social
transfers.



Spending on social protection in Latvia remains relatively low and mainly driven by social
insurance programs

Latvia’s spending on social protection remains relatively low compared to other EU
countries, despite an increase in real terms of almost 30 percent between 2007 and 2009. In
2009°, Latvia spent about 13 percent of GDP on social protection, in contrast to the EU average® of
about 21 percent. Latvia’s spending on social protection is more in line with countries of its income
level, such as Bulgaria or Romania.

The increase in social protection spending between 2007 and 2009 was primarily driven by
social insurance benefits. Although automatic stabilizers, such as the unemployment benefits or
means-tested benefits, have expanded after policy adjustments were taken to allow for them to
respond, the pre-crisis growth in old-age pension expenditure have largely contributed to mounting
outlays on social protection between 2007 and 2009. Means-tested programs and unemployment

contributed only marginally to rising expenditure.

Social assistance spending is particularly low and is allocated mostly to universal programs,
not targeted at the poor

Latvia’s expenditure on social assistance is low compared to other EU countries. In Latvia
only about one fifth of total social protection spending is allocated to non-contributory social
assistance prograrns.7 In 2009, 2.3 percent of GDP was spent on non-contributory social benefits
and services. Among EU countries, only Estonia and Poland spent less (1.9 and 1.6 percent of
GDP, respectively) on social assistance.

Social assistance is mostly delivered in the form of cash transfers and is not targeted on the
basis of need. Out of overall social assistance spending, about two-thirds are allocated to cash
transfer programs, mostly to universal family and child allowances. Taking into account transfers in
cash, in-kind benefits and services, poverty-targeted programs represent only 10 percent of the total
spending on social assistance in 2009. This is relatively low, especially when compared to the EU
average of 45 percent.

Despite recent adjustments, spending on universal social assistance programs continues to
dwarf expenditures on poverty-targeted programs. While in recent years real spending on
categorical programs, such as family and children allowances, has decreased, overall spending on

> The time frame for the cross-country analysis in this note is 2008-2009, since ESSPROS data used for benchmarking was only
available until 2009 at the time of writing. Subsequently, 2010 data was released, but it remains provisory for many countries. Post
2009 data based on administrative sources from the Ministry of Welfare was used to complement the analysis of Latvia’s social
protection spending.

A simple average over EU27 countries comprises the EU average.
7 European system of integrated social protection statistics (ESSPROS) data was used. To make a distinction between contributory
and non-contributor transfers, the figures presented in this note do not follow the standard functional classification used in
ESSPROS. Note that expenditures on health are not included. As a result, municipal means-tested benefit for the healthcare (paid in
cash or in-kind) is also excluded from the totals, but total spending on this program (3.69 million LVL in 2009) is not likely to impact
benchmarking results. See Annex 3 for additional information on methodology, limitations and main results obtained. See also Tables
10-12 in Annex 5 for some of the key results.



such programs remains significantly larger than spending on poverty-targeted programs. Even after
its recent expansion, expenditure on the Guaranteed Minimum Income (GMI) program, which is
the main poverty-targeted program in the country, remains very moderate compared to other EU
countries (0.16 percent of GDP in 2011).

Social assistance programs cover too few of the poor, while many of the rich benefit from
universal programs, leading to high leakage to the non-poor

Coverage of the poor by social assistance is not very high while many of those in the upper
quintiles receive social assistance. Approximately 57 percent of the poor receive at least one of
the social assistance transfers, representing a relatively low coverage when compared to most other
EU countries. At the same time, the share of the rich covered by social assistance in Latvia is the
fourth highest in the EU with about 50 percent of those in the richest quintile receiving some social
assistance benefits.”

Consequently, the distribution of social assistance benefits in Latvia is strikingly regressive.
The share of all social assistance benefits going to the poorest quintile, or targeting accuracy, is
under 20 percent in 2009, while the share of benefits going to the richest quintile is almost 27.5
percent. This is strikingly different from a typical progressive distribution of social assistance
benefits in other EU countries, where, on average, the poorest quintile received more than 40
percent while the richest - under 10 percent. This is largely due to the universal family and child
benefits, which are the least targeted among all social assistance benefits in Latvia.

Targeting of the GMI program is very good, but coverage and adequacy are not sufficient to
have a meaningful impact on poverty and inequality

The targeting of the GMI program to the poor is impressive, but coverage remains low. The
GMI program has virtually no leakage to the upper quintiles with 91.3 percent of the benefits
accruing to the poorest quintile and further 7.1 percent received by those in the second quintile.”
Despite recent increases in coverage, the GMI program still covers very few of the poor. Only 13.7
percent of the poor received the GMI program in 2010.

Benefits aimed at preventing social exclusion in Latvia and the GMI program, in particular,
do not appear to provide adequate income support. These benefits appear to contribute very
little to incomes of those in the poorest quintile (less than 10 percent). The benefit levels leave most
beneficiaries (75 percent in 2010) at risk of poverty. At the same time, targeting of the non-GMI
social exclusion benefits could be potentially strengthened, as currently about 40 percent of
spending on these programs goes to the top three quintiles."

8 Staff calculations based on 2009 EU-SILC data
9 Staff calculations based on 2011 Latvia SILC data.

*® These benefits include funeral allowances, lump-sum municipal benefit in emergency situation, benefit for politically repressed,
compensation paid to persons engaged in work in the galleys and other municipal benefits (for education and upbringing, partly paid
meals, kindergarten fees, etc.).



Means-tested programs are more efficient than universal programs at transferring resources
to the poor, but their impact on poverty and inequality" in Latvia is limited due to low
coverage and low generosity. Compared to non means-tested programs, the GMI is much more
efficient in delivering assistance to the poor. Most of the spending on the GMI program goes to the
poorest quintile. However, due to low generosity and low coverage, the impact of the GMI program
on poverty is limited and the poor continue to rely on additional support they receive from non
means-tested programs.

Recent reforms to the GMI program represent a significant reversal of gains achieved during
and following the crisis

Recent changes to the GMI program (benefit cuts, in particular) further undermine the coverage of
the program and adequacy of the minimum income support. Full decentralization of financing back
to the municipalities assuming full financial responsibility for both the housing and GMI benefits
jeopardizes the role these benefits can play as a safety net in future crisis and could exacerbate

inequity.

Latvia leveraged labor market programs during the crisis extending unemployment benefit
duration and introducing an emergency public works program

In response to the crisis Latvia spent about 1.3 percent of GDP on labor market programs
(LMP) in 2009-2010. This represents a considerable increase compared to the approximately 0.5
percent of GDP it spent on these programs between 2003 and 2008. In 2010, slightly more than half
was allocated to passive programs (unemployment benefits) '>. During the crisis, Latvia extended the
duration of unemployment benefits to 9 months for all qualifying unemployed. Additionally, Latvia
introduced an emergency public works program (Workplaces with Stipends, WWS) to provide a
safety net to those unemployed who did not qualify for or run out of their benefits.

Following the crisis, labor market spending is being winded down despite continued high
levels of unemployment

Spending on passive labor market programs had increased significantly in Latvia during
2009-2010, but fell back to pre-crisis levels in 2011, despite persistently high unemployment.
In 2009, spending on passive labor market programs (unemployment benefits) peaked and reached 1
percent of GDP in Latvia compared to just 0.3 percent of GDP, on average, during pre-crisis years.
Nonetheless, spending on unemployment benefits dropped significantly from 2010 (0.7 percent of
GDP) to 2011 (0.32 percent of GDP), reaching levels slightly above the pre-crisis period. Spending
dropped more rapidly than the number of unemployed, which remains higher than before the crisis.

" Latvia remains the country with highest inequality among all EU countries.
12 From July 1, 2009 duration of unemployment benefit (UB) was increased on a temporary basis (until December 31, 2011) to 9
months, regardless of the length of contribution history. However, since January 1, 2013 this change was made permanent.



This indicates that many unemployed lost their benefits before they were able to find new
(permanent) jobs, increasing pressures on other social benefits or program, such as the GMI
program.

Latvia continues to spend relatively little on active programs for the unemployed compared to
other EU countries

Latvia’s spending on ALMPs, including PES, has remained below the EU average even
during the crisis. In 2011, spending on ALMPs went down to 0.33 percent of GDP from 0.51
percent in 2010. This further increased the gap between what Latvia spends on active programs per
unemployed person (as a share of GDP per capita) and what EU12" or, especially EU15" countries
spend, on average. Spending on Public Employment Services (PES) is only about 3 percent of the
total LMP expenditure, which represents only 0.04 percent of Latvia’s GDP. This is lower than
spending on PES in neighboring countries despite them having overall somewhat more favorable
labor market conditions (Estonia spent 0.09 percent of GDP and Lithuania 0.08 percent of GDP in
2010).

Composition of ALMP spending shifted toward direct job creation during the crisis, while less
effective programs were replaces with new targeted measures

The composition of spending on active measures had shifted toward direct job creation and
training programs in the crisis. Similarly to other EU countries, training and employment
incentives have been predominantly used in Latvia. But in 2009, with the introduction of the new
public works program, 40 percent of active labor market programs went to direct job creation, while
the rest was split between training (about 50 percent) and employment incentives (10 percent).
According to the Eurostat’s Labor Market Policy database, Latvia spends very little on start-up
incentives and there are currently no programs for rehabilitation or supported employment
specifically aimed at integration of the disabled into the labor market reported in the."” However, a
number of start-up programs administered by the Ministry of Economics as well as a range of
general rehabilitation programs and wage subsidies for the disabled are not captured in this data

source.

Less effective programs are often phased out rapidly resulting in a significant turnover of
programs over time. Latvia’s active labor market programs have changed greatly over time, with
less effective programs being discontinued and replaces with new ones. As a result, spending on

B The EU12 is comprised of the following 12 countries: Bulgaria, Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta,
Poland, Romania, Slovakia, and Slovenia.

" The EU15 is comprised of the following 15 countries: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, Nethetlands, Portugal, Spain, Sweden, and United Kingdom.

> While there are no programs for rehabilitation and supported employment targeted to the disabled in the Eurostat’s LMP database,

social protection programs aimed at the disabled are included in the analysis of European system of integrated social protection
statistics (ESSPROS) data.



labor market measures looks fragmented across various programs. This is especially the case in the
employment incentives category, in which several programs lasted only for a few years. Between
2004 and 2007, employment incentives were predominantly characterized by subsidies and work
practices for targeted unemployed. After 2007 some of these programs were replaced by training at
the workplace and other initiatives.

As Latvia’s public finances improve, there is an opportunity to provide more meaningful
protection to the poor and vulnerable while further improving efficiency of spending

Despite eased fiscal pressures, lessons from the crisis caution against expanding non-
targeted programs. Prior and during the crisis, not easily reversible expansion of social protection
programs (such as pensions) put significant constrains on the public budget. Policy adjustments were
needed to allow automatic stabilizers to respond, and as a result, their operation was significantly
delayed. Going forward, it would be important to increase efficiency as well as equity of social
protection spending as policy priorities to be better prepared for future crises.

While spending on social assistance is low, there is room to improve efficiency and equity
by increasing coverage of the poor and adequacy of provided income support through
means-tested programs. While the share of spending on means-tested programs has increased in
recent years due to the expansion in the GMI program and some measures taken to curtail family
benefits expenditure, there still is room to reallocate spending away from programs that are not
targeted to the poor. Given low coverage of the poor and low generosity, some, if not all, of the
savings would need to be channeled to increase coverage and adequacy of the minimum income
support. Cutting non means-tested programs across the board could hurt the poor who rely on these
transfers, so instead they could be means-tested with a relatively generous cut-off that includes those
in need, but exclude the rich who do not need these transfers.

In order for the GMI program to provide adequate and equitable support to the needy in
Latvia, central government co-financing is key. Experience in the last crisis has shown that a
safety net relying on local financing cannot respond adequately in the face of a serious economic
crisis. Furthermore, even in good times, local financing of last-resort social assistance is likely to lead
to significant inequity in treatment of the poor and needy across municipalities due to different
revenue capacity and more demands on budgets in poorer municipalities.

The experience with the public works program during in the crisis could guide future policy
making in the area of labor market policy. Continued high unemployment despite general
economic recovery underway calls for a better evaluation of effectiveness of labor market policies
and developing appropriate programs and approaches based on constrains faced by the unemployed.
An evaluation has shown that the WWS program, introduced in response to the crisis, provided
temporary employment opportunities and helped the unemployed mitigate the impact of the crisis.
Further monitoring and evaluating of labor market policies will contribute to developing targeted
measures and programs to faciliate employment of the unemployed.
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1. Introduction

After being hit hard by the global financial crisis, Latvia’s economy and public finances
show healthy signs of recovery, but the focus on fiscal restraint remains. Following a drastic
drop in GDP in 2008-2010, Latvia’s real GDP grew at a rate of 5.5 percent annually in 2011 and
2012. Latvia’s budget deficits have also improved significantly. While the crisis seems to be over in
Latvia, there is a continued focus on moderating spending pressures given that the Government’s
objective to solidify past fiscal gains and ensure the budget position is consistent with the Maastricht
deficit criterion and the Stability and Growth Pact. In this context, this note provides a review of
expenditure on social assistance and employment programs in Latvia in comparison with other EU
countries as well as benchmarks performance of non-contributory cash transfers against the

objective of poverty alleviation.

To provide a comprehensive picture, the note discusses social assistance in the framework
of the overall social protection system, but the focus is on non-contributory social benefits
and employment programs.'® Social assistance is defined in this note as those government
programs eligibility to which is not based on previously made contributions (non-contributory).
Social assistance can be delivered in cash or in-kind, including in the form of social services. Often
times it is targeted in some way to the poor (means-testing, proxy-means-testing, etc) or those who
may be vulnerable to poverty and social exclusion (disabled, families with children, etc.). In many
EU countries, the latter programs are not subject to a means-test (for more information on social
assistance programs in EU countries see Box 1). Main labor market programs include
unemployment benefits and active labor market programs (ALMPs). Key social protection programs
in Latvia and basic classification used in this note are presented in Table 2.

Social assistance and employment programs are an integral part of social protection and
form an important pillar of active inclusion strategies. The European Platform against Poverty
and Social Exclusion states the following objective: “Benefits of growth are widely shared and that
people experiencing poverty and social exclusion are enabled to live in dignity and take an active part
in society'.” To achieve active inclusion, the EU promotes three pillars of engagement: (1)
Adequate income support, (2) Inclusive labor markets, and (3) Access to quality services. Social
assistance is one of the main instruments by which EU countries can ensure adequate income
support to the poor and vulnerable and fight social exclusion'® and employment programs help
promote inclusive labor markets. These pillars of engagement are in line with the World Bank’s

16 Other policies and instruments, administered through the tax system, such as tax credits, and other types of in-work benefits which
exist to promote employment and alleviate in-work poverty will be discussed in a note on “Financial Incentives of the Tax and Benefit
System in Latvia.” Furthermore, while the note discusses expenditure on employment programs, such as unemployment benefits and
active labor market programs (ALMPs), their performance in terms of efficiency and effectiveness will be analyzed in a separate note
on “An Evaluation of ALMPs in Latvia”.

7 European Commission (2010).

Albeit social assistance is not covered in the EU's social acquis communantaire (the social dimensions of integration), member states
coordinate their social policies through the Open Method of Coordination and National Action Plans for Social Inclusion.



strategy of ending poverty and promoting shared prosperity and the World Bank’s Social Protection
and Labor main overarching goals of improving resilience, equity, and opportunity (World Bank,
2012).

The “poor” in this note are defined as those in the poorest quintile (poorest 20 percent)
based on equivalized disposable income before all social assistance transfers. While this is
different from the definition of the poor (those below the at-risk-of-poverty threshold) used in the
European Union", in practice in Latvia there is a significant overlap between these two groups: 95
percent of those below the at-risk-of-poverty threshold belong to the poorest quintile.

The note uses several data sources allowing international comparisons of expenditure and
petformance and complements it with national data sources, where possible. Social
protection expenditure data is mainly derived from the European system of integrated social
protection statistics (ESSPROS) which allows to benchmark expenditure using comparable data for
all EU countries.” To the extent possible, expenditure data from Latvian national sources is used to
complement the analysis.”’ Comparable indicators of performance are produced based on the
analysis of the 2009 European Union Statistics on Income and Living Conditions (EU-SILC) data
using a standardized methodology. Disaggregated data from the 2009-2011 Latvia SILC is used to
analyze performance of social assistance at a program level.

Social assistance can be delivered in cash and in-kind®, but the focus of this note is on
petformance of cash transfers. In particular, the note focuses on: how well do social assistance
cash transfers reach the poor; how effective are they in targeting those in need; how adequate is the
provided income support; and how can performance be improved in light of the need to tighten

public finances.

" In the EU the poor are defined as individuals living in households with an equivalized disposable income (after social transfers)
below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income after social
transfers.

*° ESSPROS data is complemented with more detailed data on labor market program expenditure from Eurostat's Labor Market
Policy database. While ESSPROS data has significant advantages in terms of coverage and comparability of the data, the drawback is
that it is available with a significant lag. Hence, most comparisons are made using 2009 data. Where possible, more recent data is used.
“In particular, administrative data kindly provided by the Ministry of Welfare (MoW) was used for some of the analysis.

= During the last decade, the share of social assistance spending delivered in cash remained relatively stable between 54 and 61
percent in Latvia (see Figure 2).
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Box 1: Main types of social assistance in the EU countries

EU countries provide a wide range of cash transfer programs including:

o0 Last-resort social assistance programs (LRSA) whose main objective is to alleviate poverty and
provide income support to the poor and vulnerable,

0 Family and child benefits that aim to protect families with children, incomes of mothers and parents
more broadly and promote the development of human capital and protect jobs,

O Social pensions that protect the old who may not be eligible for contributory pensions, or who have
insufficient income,

0 Heating and housing allowances that subsidize dwelling expenses, and

0 Disability allowances that provide financial support to the disabled who are not eligible for contributory
disability benefits and / ot pensions.

Additionally, EU countries also provide a variety of social services and in-kind assistance, such as accommodation
for retired and disabled people, shelter and board provided to children and families and destitute or vulnerable
people; assistance in carrying out daily tasks to old and disabled people; rehabilitation for the disabled; home
help to children and/or to those who care for them; child day care; rehabilitation of alcohol and drug abusers
and other miscellaneous services and goods provided to retired and disabled people to enable them to participate in

leisure and cultural activities, ot to travel and/or to participate in community life; also provided to families, young

people or children.

Source: BEuropean Commission (2008), World Bank staff.
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Table 1: Overview of main social protection programs in Latvia

Cost
Social Protecti R ibl
OCIZ . rotection Programs Eligibility esPO:SI € (as % of
atego agenc
gory gency GDP, 2011)
Pensions ) ) ) ) o
(Old age, survivors’ and disability pensions, special pensions, funeral allowances, Those with sufficient history of social Ministry of 8.45%
Social T other compensations) contributions and qualifying other criteria | Welfare (State
ocial Insuranc
. st € Disability and Sickness (pension age, disability status, maternity, Social Insurance
(contributory) y . ’ 0.47%
(Compensation for the loss of capacity for work, Sickness benefit) etc.) Agency)
Family benefits 0.39%
(Maternity benefit, Paternity benefit, Parent's benefit) -
Active Labor Matrket Policies . Ministry of .
Labor Market (incl. Public Employment Services) Registered unemployed, employers Welfare (State 0-37%
(contributory and Employment
non-contributory) Passive Labor Market Policies Registered unemployed with a sufficient Agency of Latvia) 0.32%
(Unemployment benefit) history of social contributions ’
Last-resort Social Assistance
(.C;uafanteed Minimum Income (GMI) program, Benefit in emergency P‘ASOAPIAQA qualifying the means-tested Municipalities 0.17%
situations) eligibility threshold
Housing & utility benefits Peo e
) ple qualifying the means-tested .
M I 0.14%
(Housing benefit) cligibility threshold unicipalities 0
Those with insufficient history of social .
Social Pension o . e Ministry of
. . contributions, but otherwise qualifying 0.09%
(State social maintenance benefit) . . . Welfare
Social Assistance/ for pension (old-age, disability, survivor)
Welfare benefits Family benefi
y benelits All families with child 0.26%
(non-contributory) | (Family State Benefit, Child-care benefit, Child-birth benefit) amiiies with chiidren Ministry of e
Welfare (State
Disability benefits Social Insurance
(Disabled child cate benefit, Disabled petson care benefit, Supplement to the Disabled child d adul 0.20%
family state benefit for a disabled child, State social benefit for transport isabled chiidren and adults Agency) e
compensation to the disabled persons with mobility problems)
Other social assistance benefits ' People qualifying the means-tested
(Benefits for meals and food, Funeral allowance in the case of death of the state cligibility threshold or other eligibility Municipalities #0.09%

social security benefit recipient, Health care benefits, Transport benefits, Other
municipal benefits)

criteria set by municipalities

Note: * Municipal spending based on 2009 figures. As these figures are based on administrative data received from the Ministry of Welfare, they are not strictly compared to findings

based on the ESSPROS database. Source: ECA Social Protection Expenditure and Evaluation Database 2013, based on administrative data provided by the Ministry of Welfare.
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2. How much is spent on social assistance in Latvia and other EU countries?

Latvia’s spending on social protection remains relatively low compared to other EU
countries, despite a significant increase in spending between 2007 and 2009. In 2009”, Latvia
spent about 13 percent of GDP on social protection, in contrast to the EU average of about 21
percent.” This, however, represent a significant increase, as social protection spending grew by
almost 30 percent between 2007 and 2009 in real terms. Latvia’s spending on social protection is
more in line with countries of its income level, such as Bulgaria or Romania (Figure 1).

In most EU countries the share of social assistance in total social protection expenditure is
not very high, though it varies across countries. Spending on social assistance as a share of
social protection expenditures varies across the EU. For example, Poland allocates only 10 percent
of social protection outlays to social assistance, while Denmark and Cyprus spend more than 40
percent of social protection budgets on social assistance. On average, however, the majority of
public expenditure on social protection is channeled through social insurance programs, which
include old age and disability pensions. In Latvia, only about a fifth of total social protection
spending goes to social assistance (Figure 1).

The level of social assistance spending in Latvia is one of the lowest in the EU. Spending on
social assistance varies from 1.6 percent of GDP in Poland to 10 percent of GDP in Denmark
(Figure 2). Latvia is one of the EU countries with the lowest spending on social assistance (2.3
percent of its GDP). Only Estonia and Poland spend less (1.9 and 1.6 percent of GDP,
respectively).

Within social assistance, the share spent on cash benefits versus benefits in-kind differs
across EU countries. Nordic countries deliver a large share of social assistance through social
services (benefits in kind) compared to the new EU member states, such as Poland and Estonia, where
the majority of social assistance is provided in form of cash transfers. During the last decade in
Latvia more than half (approximately 60 percent) of social assistance benefits were delivered as cash
transfers (Figure 2).

Among those social assistance programs delivered in cash, EU countries primarily allocate
spending to programs benefitting families with children (about 50 percent of total spending on
cash benefits). Latvia’s spending on family and children allowances is higher than in other EU
countries, as it absorbs about 60 percent of its social cash benefits (Panel A, Figure 3). On the other
hand, among those benefits provided zn-£ind allocation of benefits across different categories greatly

* The time frame for the cross-country analysis in this note is 2008-2009, since ESSPROS data used for benchmarking was only
available until 2009 at the time of writing. Subsequently, 2010 data was released, but it remains provisory for many countries. Post
2009 data based on administrative sources from the Ministry of Welfare is used to complement the analysis.

= European system of integrated social protection statistics (ESSPROS) data was used. To make a distinction between contributory
and non-contributor transfers, the figures presented in this note do not follow the standard functional classification used in
ESSPROS. See Annex 3 for additional information on methodology and limitations of the data used. Annex 3 also contains the main
results of this activity.
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varies from country to country. For example, Poland allocates about 40 percent of in-kind benefits
to social exclusion, while in Latvia distribution of in-kind benefits is much more uniform across

various categories (Panel B, Figure 3).

Figure 1: Spending on social protection as a share of GDP, 2009
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Figure 2: Spending on social assistance as a share of GDP, 2009
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Figure 3: Distribution of social assistance benefits in cash versus in kind, 2009

Panel A: Distribution of cash benefits, 2009 Panel B: Distribution of benefits in kind, 2009
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Source: ESSPROS data, World Bank staff calculations.

Most European countries including Latvia spend a large share of their social assistance on
programs that are not explicitly targeted at the poor. Nordic countries, Iceland and several
other EU countries including Latvia spend more than 90 percent of social assistance on this type of
programs. Only Portugal and the Netherlands dedicate most of their social assistance spending to
means-tested programs, followed by France and Spain which spend about two-thirds of social
assistance budgets on poverty-targeted programs. In Latvia and several other EU new member
states, such as Hstonia, the combined effect of very low social assistance spending and a high share
of it going to non means-tested programs implies that very little resources are allocated to programs
and benefits targeted to the poor.

Spending on means-tested income support for the poor is very low in Latvia - even in light
of recent increases. Among EU countries with last-resort income support programs in place,25
Latvia's spending on the guaranteed minimum income (GMI) program for the poor was one of the
lowest in the EU in 2009, at 0.05 percent of GDP, (Figure 5).This is despite the fact that
expenditure on this program more than #pled in real terms since 2008 due to anti-crisis measures
put in place. In 2008, a mere 0.01 percent of GDP was spent on the GMI program. Even in 2011,
expenditure on the GMI program remains very moderate at 0.16 percent of GDP, below what was
spent on such programs in most EU countries in 2009. In addition to basic income support, many
EU countries operate means-tested unemployment assistance schemes which provide cash income
protection to the unemployed ineligible for unemployment insurance.

> The majority of the EU countries have last resort social assistance programs in place, with the exception of Greece and Italy.
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Box 2: What is the appropriate size of social protection expenditures?

What is the appropriate size of social protection expenditures? The level of expenditures on total social
protection varies from country to country, even within the EU. As expected, there is a positive correlation
between the social protection spending and the government size, measured as the total general government
expenditures as a share of GDP, but levels of social protection spending differ significantly for countries even with
comparable government size. Countries like Lithuania, Poland, Spain, the United Kingdom and Norway have a
similar government size to Latvia —around 45 percent of GDP. But their spending on social protection measured as a
share of GDP is between 2 and 7 percent points mote than Latvia's. Other countries like Romania, Bulgaria and the
Slovak Republic allocate similar shares of their GDP to social protection, although their government size is smaller
(see Annex 2, Figure A).

Social protection spending varies even in countries with similar income levels measured as GDP per capita
in PPP terms. Romania and Bulgaria (USD 11,800 and USD 12,600, respectively) have a slightly lower income level
than Latvia (USD 14,300) but spend on social protection as much as Latvia does. Lithuania with a slightly higher
income level (USD 16,500) spends almost 3 percentage points more on social protection (see Annex 2, Figure B).

Comparing how much countries invest on social protection requires a careful assessment of the fiscal and
economic situation of each country and the actual composition of these expenditures. Ultimately, as shown
in Figures A and B in Annex 2, resources allocated to social protection depend on overall fiscal space. There is no a
“one size fits all” answer to the question of how much countries can and should spend on social protection, but it is
possible to assess what cou/d be done to improve the outcomes achieved.

Source: World Bank staff.

Figure 4: Social assistance spending as a share of GDP (means-tested and non means-tested
programs), 2009
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Figure 5: Spending on means-tested income support and unemployment assistance as a
share of GDP, 2009
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3. How did social protection spending change during and after the crisis?

In light of the recent financial and economic crisis, all countries except Hungary increased
their social protection spending in real terms between 2007 and 2009 (Figure 6). While in times
of crisis this is expected due to the operation of automatic stabilizers and increased demand for
benefits, most countries also undertook specific countercyclical policy measures to offset effects of
the crisis on household welfare.” In Latvia, real social protection expenditure increased by almost 30
percent between 2007-2009 following only Estonia, Romania, and Lithuania, in terms of expenditure
growth rates (Figure 6).

*°See Tsik-Dikmelik, A. (2012).
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Figure 6: Change in real spending on social protection, 2007-2009
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Expansion of social protection benefits in Latvia was primarily driven by social insurance
benefits, such as pensions. Both o/d-age and disability pensions increased between 2007 and 2009 in
Latvia (Figure 8: Panels A and B), and pensions are the main driver of social protection
expenditures. This led to a significant expansion of expenditure on these items. In the case of old-
age pensions, real expenditure on old-age pensions grew by 27 percent between 2007 and 2009. In
the EU27 countries, expenditures expanded as well, but at markedly lower growth rates, particularly
in benefits targeting disability, unemployment and survivors. Besides o/d age, the main increase in the
fiscal impact in terms of GDP was in the case of wnemployment benefits (Figure 8: Panels C and D).

In Latvia, most of the increase in pensions was automatic (in-built into the system) and not
in response to the crisis,” while the number of pensioners increased slightly. Following
freezes in indexation of pensions during the crisis, however, expenditures started to decline in real
terms in 2011 (Figure 7). Like in many Central European and Baltic countries, Latvia experiences
demographic pressure because of population ageing. In 2010, for every person aged 65 or more
there were 4.2 persons in working age (15-64 years old). By 2050, this ratio is expected to decline to
2.5 active persons per elderly person, creating additional challenges to the social protection system,
and particularly to the pension scheme’s design (World Bank, 2011).

27 The real notional interest rate for the pension system was 21 percent and 28 percent in 2008 and 2009. The notional interest rates
remained high until 2009 due to the lag of about 18 months between the observed wage and benefit bill growth and its application to
notional accounts, which meant that pensioners were still benefitting from the pre-2008 boom in 2009. See Harrold, Santos & Sinnott
(forthcoming).
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Figure 7: Real expenditure on old-age pensions and number of pension beneficiaries
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Source: CSB data, World Bank staff calculations.

Figure 8: Social protection spending by function including pensions in Latvia and EU
countries (2007-2009)
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Source: ESSPROS data, World Bank staff calculations.

Social assistance spending grew more rapidly in Latvia between 2007 and 2008 compared to
EU countries as a whole, but fiscal impact was relatively low. Between 2007 and 2008 real
spending increased on most social assistance programs (excluding pensions) in Latvia, except for
programs aimed at preventing social exclusion (Figure 9: Panel A). Increases in real expenditure
ranged between 13 percent (family and children) and 33 percent (housing). As a result, overall real
expenditure on social assistance increased by 16 percent in 2008 compared to 2007.” In contrast,
average spending on social assistance programs in the EU increased across all functions but in much
smaller rates, between 4 and 10 percent, except for programs targeting social exclusion which
remained practically unchanged.

In contrast, between 2008 and 2009 total social assistance spending decreased in Latvia,
compared to EU countries, where it continued to grow. From 2008 to 2009, real expenditure
dropped for several types of social assistance programs (housing, old-age and disability social
assistance benefits) in Latvia. Only programs targeting families with children and programs aimed at
preventing social exclusion increased in real terms. Total expenditure on social assistance programs
actually declined in real terms in 2009 by 3 percent.” In contrast, EU spending on social assistance
increased in real terms between 2008 and 2009 by about 4.7 percent (Figure 9). Notably, programs
aimed at preventing social exclusion expanded to a much larger degree in EU27 countries (9.6
percent), compared to Latvia, where they only increased by less than 3 percent in real terms between
2008 and 2009.

*® However, as Figure 7-Panel B and D show that the fiscal burden of these increases was limited, with the exception of perhaps
family and child benefits which is the largest item among all social assistance benefits.

» Only 3 other EU countries had a real decline in social assistance spending in 2009, i.e. Bulgaria (6 percent), Romania (2 percent) and
Hungary (5 percent).
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Figure 9: Social assistance spending by function in Latvia and EU countries (2007-2009)

Panel A and C: Real Spending growth rate between 2007 and Panel B and D: Spending as a percentage of GDP
2009 (percentage change)
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Source: ESSPROS data, World Bank staff calculations.

There has been an increase in real spending on means-tested programs, such as the housing
benefit and the GMI program, following the crisis.”® This represents a reversal in the decline of
the GMI program during 2004 and 2008, when both the number of beneficiaries and spending
dropped to particularly low levels (Figure 10). Expansion in the GMI program was not automatic
and several policy adjustments were needed for the program to increase intake of beneficiaries
including temporary central government co-financing (see Box 3). Spending on the housing benefit™
has also expanded in recent years; however, it did not experience neatrly the same decrease in
spending over the years as the GMI program did. Similarly, central government co-financing was
needed to allow for the benefit to respond to crisis.

{e} .. . . . . . .
3 Administrative data on expenditure and number of beneficiaties from the Ministry of Welfare.

1 . . .. . . .. . .
3 The housing benefit is a separate municipal benefit. The amount of this benefit vaties from one municipality to another depending
on resoutces available. If the person is granted the status of a needy person and she/he has expressed a wish to be a tenant of a social

flat (housing), the person can rent a flat as social housing where reduced rent and utility payments are charged. Between 2009 and
April 2012, the benefit was co-financed by the central government. Source: MISSOC.
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Despite recent changes spending on categorical programs continues to dwarf expenditure

on poverty-targeted programs. While in recent years real spending on categorical programs, such

as family and children allowances, has decreased (Figure 11), overall spending on such programs

remains significantly larger

than spending on poverty-targeted programs. It is also important to

note that some of the observed drop in real expenditure on social assistance family allowances in

2008 has been off-set by an expansion of a contributory child care benefit which was introduced in

2008 without a corresponding increase in contribution revenue” (Figure 12 and Box 4).

Figure 11: Real social assistance spending in Latvia, 2005-2011
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Source: Administrative data, World Bank staff calculations.

3*See World Bank (2010).
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Expenditure on the Family State Benefit program has been falling recently — both due to
austerity measures and decreasing number of children beneficiaries. Family State Benefit is a
universal (not means-tested) benefit which is granted to children under the age of 15 (or 19, if
continuing education) attending educational establishments. The sudden decrease between 2009 and
2010 in both the expenditures and the number of beneficiaries is due to the legislation passed in
June 2009 and taking effect in May 2010, restricting eligibility to children older than one year.”
Additionally, starting from July 2009 on a temporary basis™ the Family State Benefit was reduced to
the amount to a flat 8 LVL per month per each child, while previously it ranged from 8 LVL per
month for the first child in family to 14.40 LVL for fourth and further children. The combined
effect of these two measures led to an observed decrease in spending.”” However, one of driving
factors behind continued decline in spending on this benefit is a long-term decreasing trend in the

number of eligible children due to changing demographics (see Box 4).

Figure 12: Real expenditure on selected social protection programs in Latvia, 2005-2011
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Source: Administrative data, World Bank staff calculations.

32009 Latvia’s country chapter for OECD seties “Benefits and Wages” http://www.oecd.org/dataoecd/10/46/47346573.pdf

3*In accordance with the law “On state pensions and state benefits payment during period from the year 2009 till the year 2012”
adopted in Saeima on 16 June, 2009. Ibid.

¥ In accordance with the Government decision and based on the report “On evaluation of social security provisions to come into
force in 2013-15” it is envisaged that the current reduced flat rate monthly amount of LVL 8 will continue to be paid in 2013 and
2014. As of January 1st 2015, it is planned to resume the differentiation of benefit amount depending on the number of children in
the family and to grant the benefit in double amount for the second child and in a triple amount for the third and each subsequent
child. If these reforms are implemented, there could be a reversal of these trends.
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Figure 13: Family State Benefit, 2005-2011
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Fertility rates in Latvia are among the lowest in the new Member States, but it is unlikely
that family cash benefits can significantly impact fertility. Combined with ageing of the
population, low fertility contributes to the major demographic challenge that Latvia faces. Many
countries in new Member States have been pursuing pronatalist policies, primarily by maintaining or
increasing cash benefits to family with children (via social benefits or tax breaks). Literature shows
that cash family benefits along are not likely to have a meaningful impact on fertility, while they do
come at a significant cost since they are usually provided to all families regardless of income. More
successful examples showcase that supporting services (such as free or affordable child care
provision) are more likely to help boost fertility, than cash benefits alone (see Box 5).
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Box 3: Expansion of the GMI program in response to the crisis

According to a World Bank study on social benefits response to the crisis in Europe and Central Asia,
Latvia was among the countries least prepared to the crisis. The GMI benefit responded but response lagged 6-
8 months from the onset of the crisis because reforms were needed to strengthen social assistance programs.
However, once Latvia undertook the reforms, benefits responded in a decisive and sustained manner (see Figure B
below).

Figure B: Number of beneficiaries of select social benefits in Latvia (2008-2010)
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In Latvia, previously decentralized financing arrangements for the GMI were revised to prevent benefits
from being rationed at the local level during the crisis. Before the crisis the GMI program in Latvia was
completely decentralized, with local governments financing 100 percent of the benefits. However, local governments
are required to carry a balanced budget, which puts considerable pressure on their budgets, especially during times of
crisis. This can lead local governments to ration benefits at the local level. Recognizing this constraint, the central
government revised the financing arrangements for the GMI program and put in place a central government
financing guarantee (50 percent co-financing) to supplement the municipalities’ spending on the GMI, which eased
the pressure on local governments. Without this change in the financing arrangements (even with the same increase
in the eligibility threshold), the expansion in the program would probably have been much smaller.

Recent reforms have largely reversed the situation. Starting from January 2013 the GMI benefit level was cut
from 40 LVL to 35 LVL per month per person. This benefit level will be the same for children and adults
(previously, children received 45 LVL). As previously, municipalities will have the option to set a higher level but this
will depend on their fiscal situation. Furthermore, the central Government will no longer co-finance this program.
Co-financing for the housing benefit was discontinued in April 2012.

Source: Adapted from Isik-Dikmelik (2012), World Bank Staff.
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Box 4: Trends in spending on child care benefits in Latvia

Between 2005 and 2007 a non-contributory Child Care Benefit (CCB) was expanding, both in terms of real
spending and the amount of beneficiaries. In 2008, a new Parent’s benefit (PB) was introduced, eligibility to
which was extended to those parents who were employed and contributed to the Social Insurance Fund. The flat-
rated CCB remained available to the non-insured parents and accounted only for about 0.07 percent of GDP - a
significant decline from 0.31 percent of GDP which was spent on this benefit in 2007. On the other hand, short
after its introduction, the Parent’s benefit greatly expanded - mainly in terms of expenditure, and remained quite
stable in terms of beneficiaries until the end of 2009. After that, austerity legislation adopted by the Saeima on
December 1, 2009 and further reforms in 2010 limited the benefits amount and restricted its coverage curtailing to
some extent the previous expansion of this benefit (see Figure A below). Expenditure on it, however, remains at
almost 0.3 percent of GDP primarily due to generous level of benefits. The benefit is 70 percent of the insured's
average monthly earnings with an average monthly benefit equaling 316 LVL per month, while the CCB for the
uninsured was only 50 LVL for each child under the age of one until recently.

Figure A: Non-contributory child care benefit and contributory parent’s benefit, 2005-2011
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Source: Administrative data, World Bank staff calculations.

In 2013 generosity of child care benefits was increased. The amount of CCB for those unemployed parents,
whose children are under 1 year old, was doubled (from LVL 50 to LVL 100 per month). Similarly, the benefit to
parents raising children between the age of 1 and 1.5 (without regard of the parents’ employment status) was
increased from LVL 30 to LVL 100 per month. Also, the minimum amount of the Parents' benefit was increased
from LVL 63 to LVL 100 pet month. In addition the ceiling of the payment of the contributory maternity, paternity
and patents' benefits was doubled (the maximum daily benefit will rise to LVL 23 plus 50 percent of the amount
above LVL 23). On the other hand, the social insurance contribution rates (for state pension, unemployment and
disability insurance) are bing increased for those who receive the CCB and have a child aged up to 1.5 years and
those with children up to 1 year of age who also receive the Parents’s benefit.

Source: World Bank staff, Ministry of Welfare.

Spending on non-contributory disability programs remains very low in Latvia. In Latvia,
unlike in many other OECD and EU countries, non-contributory disability assistance spending
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remains in check — despite recent introduction of new benefits. In 2008, disabled person care
allowance was introduced for disabled adults who need special care.” While this led to an increase in
spending, total spending on disability social assistance (excluding social pensions for the disabled)
remains only at 0.1 percent of GDP (Figure 14).

Figure 14: Real expenditure on main disability benefits in Latvia, 2000-2011
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Note: Not included is expenditure on the State Maintenance Benefit (social pension) for reasons of disability.
Source: Administrative data, World Bank staff calculations.

3 Disabled person care allowance (Pabalsts invalidam, kuram nepieciesama kopsana) of LVL100 (€143) per month is granted to
persons over 18 years of age in respect of whom the Health and Capacity for Work Expert Physicians’ Commission (Veselibas un
darbspéju ekspertizes arstu valsts komisija) has stated that disability exists and has issued an acknowledgment of the necessity for
special care. Source: MISSOC.
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Box 5: Pronatalist policies: A brief literature review

Latvia’s population totals about 2.3 million inhabitants. Population has been slightly decreasing in the last decades,
and it is projected that by 2030 Latvia’s total population will shrink by 10 percent, and will reach 1.8 million
inhabitants by 2050. In light of the increasing life expectancy (currently at about 68 years for men, and 78 years for
women), and outmigration (about 10,000 emigrated from Latvia in 2010), the focus of attention shifts to fertility
rates to balance the demographic challenge. Fertility rates have been slightly increasing in the last years of the past
decade, but remain relatively low. At about 1.4 children per woman, Latvia’s fertility rate compares to high income
countries such as Italy or Germany (World Bank 2011). As such, the Government of Latvia faces a major policy
challenge that is common to many other countries in the region. Like most countries in the Europe and Central Asia
region, the primary focus in Latvias has been on cash benefits to families with children.

Empirical studies on the impact of policies targeting fertility have found, little if any, impact. Grant el al (2004)
provide a literature review on policy interventions, concluding that policies can work, but no single policy works and
the country context is critical Gauthier and Philipov (2008) present the evidence on pronatalist interventions. The
evidence is that financial measures that attempt to encourage parents to have more children—ranging from birth
bonuses and tax breaks for children to more generous allowances to higher-parity births—have individually little or
no impact. They may induce parents that were anyway going to have a child to have a child eatlier. Examining two
countries with relatively high fertility rates, Sweden and France, confirms that cash benefits, even rather generous
ones, play a limited role. But packages of financial support including enabling services (child care) for families may
be more successful. Grouping countries by the value of the whole package families receive (all tax concessions and
benefits), the high ranking countries are also those with high fertility. But this is not causal and may reflect material
ease, social values that encourage family spending etc. (Pailhé, Rossier and Toulemon, 2008; Andersson, 2008).

Source: Wotld Bank staff.
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4. How to evaluate performance of social assistance cash transfers?
Methodology and data

How does social assistance in EU countries perform in terms of protecting the poor and
vulnerable? While social assistance also needs to be empirically evaluated against its other
objectives, in this note performance of social safety nets will be reviewed with respect to the
objective of poverty alleviation. Particular attention will be paid to fiscal impact and relative

efficiency of different transfers in achieving this objective.

Data from the 2009 European Union Statistics on Income and Living Conditions (EU-SILC)
is used to assess the performance of social assistance programs in Latvia compared to other
EU countries. To the extent possible, a comparison to results based on 2008 EU-SILC data is
made. Performance is analyzed with respect to: (i) coverage; (ii) targeting accuracy; (ii) the generosity
of benefits; and (iv) impact on poverty. As mentioned in the introduction, for the purposes of this
note, poverty is defined using a relative poverty line — those in the poorest quintile (poorest 20
percent) based on equivalized disposable income before all social assistance transfers are considered
the poor.”” Box 6 provides detailed definitions of performance indicators and additional information
on methodology. It is important to note that the reference period for income data in EU-SILC is
previous year, hence results from 2009 EU-SILC correspond to 2008 when it comes to incomes
including receipt of social benefits.

National SILC data was used to assess performance of specific program in Latvia.
Disaggregated Latvia national SILC data for the year 2011 was used to complement the analysis of
program level performance, as well as to provide more recent estimates of coverage, targeting and
generosity. Table 2 shows income levels for each quintle. In comparison, in 2011 the at-risk-of-
poverty threshold in Latvia was 1,765 LVL (after social benefits). As a result, there is a significant
overlap between these two groups: 95 percent of those “at-risk-of-poverty” belong to the poorest
quintile.

Using household survey data has its limitations. While household surveys, unlike administrative
data, allow estimating incidence of transfers for different socio-economic groups, using this data
does not come without limitations. Some social assistance transfers are captured by surveys, while
others are not. In particular, many in-kind transfers may not be included in survey questionnaires.
Even if they are included, estimating the value of such in-kind transfers may be problematic.
Consequently, the note focuses mostly on discussing cash social assistance only.

37 Using a relative poverty line is consistent with the approach used in the EU. However, the poverty line we use is different from the
‘at-risk-of-poverty’ threshold, which is set at 60% of the national median equivalized income. The results are also available using this
definition of poverty, but they are largely consistent with those presented in the note since there is a significant overlap between those
at-risk-of-poverty and those in the poorest quintile. See Annex 1, last two columns of each table.
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Table 2: Equivalized disposable income level by quintile in 2010

Quintil Equivalized disposable income, LVL annually
e

" (before all social assistance transfers)

Quintile 1 LVL 0 - LVL 1,659.50

Quintile 2 LVL 1,659.51 — LVL 2475.50

Quintile 3 LVL 2,475.51 — LVL 3,436.00

Quintile 4 LVL 3,436.01 - LVL 4,939.60

Quintile 5 LVL 4,939.61+

Note: Income levels are based on annual equivalized household disposable income net of all social assistance transfers in national
currency.
Sonrce: Latvia SILC 2011 data, World Bank staff calculations.

The extent to which information on specific transfers is captured in the household surveys
can vary across countries. It is assumed here that the EU-SILC national questionnaires capture
existing transfers reasonably well in all EU countries. However, even then some under- or mis-
reporting of income received from social protection transfers may exist, so results presented here
should be taken as indicative.

Furthermore, using aggregate EU-SILC data available for all EU countries restricts the
depth of the analysis to a significant extent. The EU-SILC data has many advantages as it
provides comparable cross-country data on household incomes, economic status, labor market
participation, and so on. However, information on benefit receipt is significantly aggregated in the
data that is widely available to users. In particular, information on benefits is recorded in accordance
with EU's functional classification, without making a distinction between contributory and non-
contributory, means-tested or non means-tested, transfers. For the purposes of the analysis an
approximate breakdown of available benefit types had to be made (Figure 15).

32



Box 6: Main indicators of performance of social assistance cash transfers

The main indicators of performance of social assistance cash transfers include:

o0 Coverage: What share of the population receives the transfers (focusing on the share received by the poorest
quintile)?

o0 Targeting accuracy: What share of social assistance transfers goes to each quintile (with particular focus on
the share of transfers that goes to the bottom quintile)?

0 Generosity: How much is the transfer as a fraction of post-transfer disposable income? If this fraction is
large, it would imply that the household is faitly dependent on the transfer. This could be either due to (i) the
transfer being large so that the household is able to depend only on this transfer and does not have to find
other means of generating income or (ii) the household finds it hard to generate any other income. In the latter
case, it is particulatly important to additionally assess adequacy of provided income support by comparing
incomes of those dependant on income support to a poverty line or other objective measure of well-being or
living standards.

o Impact on poverty: To what extent do social assistance transfers lift people out of poverty? To measure this
impact, the amount of the transfers is removed from the income of the households, which allows estimating
how many more individuals would be poor in the absence of these transfers.

For the purposes of the analysis, individuals are ranked on the basis of equivalized disposable income before all
social assistance cash transfers and then divided into five equally sized groups, tepresenting 20 percent of the
population (“quintiles”) to form the bottom, second, third, fourth, and top quintile. A standardized software
(ADePT) developed by the Wotld Bank's Development Economics Research Group is used.

Source: World Bank Staff.

Figure 15: Approximate breakdown of social benefits in EU-SILC

Social insurance *0ld age, Survivor, Sickness, Disability
Labor Market eUnemployment

Social assistance eEducation, Housing, Family and children, Social exclusion

Source: World Bank Staff.

5. How effectively do social assistance cash transfers cover and target the
poor compared to other EU countries?

In 2008, with the exception of a few countries, almost all poor were covered by social
protection transfers in EU countries.” Most of the poor households in the EU countries receive
at least one social protection transfer. Notable exceptions are Greece, Spain and Italy, where
coverage of the poor is comparatively low (lower than 80 percent of the poorest quintile). In Latvia,

38 As noted earlier, income reference period for 2009 EU-SILC corresponds to 2008.
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coverage of the poor by the overall social protection system is fairly high (approximately 90 percent)
(Annex 1, Figure A1.1).

Coverage of the poor by social assistance transfers, on the other hand, is relatively low in
Latvia. Approximately 57 percent of the poor receive at least one of the social assistance transfers,
representing a relatively low coverage when compared to most other EU countries. The fact that
about 40 percent of the poor are not receiving any social assistance indicates that important gaps in
coverage exist. Moreover, we find that about 9 percent of the poor in Latvia get no transfers at all,
cither from social assistance or from social insurance programs.

In contrast, the relatively high social assistance coverage of the richest quintile indicates
that some inefficiencies may exist. The share of the rich covered by social assistance in Latvia is
the fourth highest in the EU with about 50 percent of those in the richest quintile receiving some
social assistance benefits (Figure 16). Because many EU countries provide some categorical social
assistance programs, such as family benefits regardless of the income of the family, a large share of
those in the richest quintile also receive social assistance. As seen before, Latvia is one of the
countries with the highest share of categorical social assistance programs, so subsequently coverage
of the rich is also very high.

Figure 16: Coverage of social assistance programs by quintile, 2008 and 2009
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Source: EU-SILC 2008 and 2009, World Bank staff calculations.

In line with the low coverage by overall social assistance, the coverage of the poor by social
exclusion benefits in Latvia is also low when compared to other EU countries. Social
exclusion benefits—which include minimum income support programs and other programs aimed
at the poor and vulnerable—are the main transfers targeted towards the poor in EU countries.
Surprisingly, these transfers cover only a small proportion of poor people (Figure 17). In 2009, the
proportion of those in the poorest quintile who receive such benefits as the GMI is only slightly
above 12 percent compared to 18 percent on average for EU countries, but is somewhat higher than
in the previous year, 2008, at 10 percent. The low coverage among the bottom quintile indicates that

34



the majority of the poor rely on other transfers, such as the family benefits or disability benefits or
other programs which might not be aimed specifically at the poort, for income support.

Figure 17: Coverage of social exclusion benefits by quintiles, 2008 and 2009
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Source: EU-SILC 2008 and 2009, World Bank staff calculations.

Distribution of social benefits in Latvia is strikingly regressive. The share of all social
assistance benefits going to the poorest quintile, or targeting accuracy, is under 20 percent in 2009,
while the share of benefits going to the richest quintile is almost 27.5 percent. This is strikingly
different from a typical progressive distribution of social assistance benefits in other EU countries,
where, on average, the poorest quintile received more than 40 percent while the richest under 10
percent (Figure 18, Panels I-II). At the same time, targeting differs by types of benefits. For
example, housing benefits are well targeted—better than the EU average—with two-thirds of all
benefits going to the poorest quintile (Figure 18, Panels III-IV).

Family and children benefits are the least targeted among all social benefits in Latvia.
Almost 30 percent of all benefits in this category, which in this case includes both contributory and
non-contributory benefits due to the data limitations, accrue to the richest quintile. Additionally, the
distribution of benefits has shifted toward upper quintiles between 2008 and 2009, undoubtedly due
to reforms in the child care benefits described above. In other EU countries, even though family
benefits are often not poverty-targeted, they tend to overwhelmingly benefit the poorer quintiles
(Figure 18, Panels V-VI).

As expected, contributory family benefits are particularly regressive. More than 80 percent of
these benefits (including the parental benefit) go to the richest two quintiles of the population, and
less than 5 percent of these benefits reach the poorest quintile. This can be expected, as benefit
levels for such contributory programs are linked to previous earnings (Annex 4, Table A4.2:).

Non-contributory family allowances are better targeted, but there is a significant room for
efficiency gains. About 30 percent of the non-contributory State Family Benefit goes to the
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poorest quintile, and slightly more than 30 percent reaches the second and third quintile altogether.
This means than more than a third goes to the two upper quintiles of the population. Similarly, more
than 30 percent of Child Care benefits goes to the bottom quintile while 40 percent reaches the
fourth and fifth quintiles. The Child birth grant is particularly regressive, with more than half of the
benefits going to the two upper quintiles (only 16 percent goes to the poor). As a result, there is
significant leakage of these benefits to the richest groups of the population and there is a potential
for savings from means-testing these programs (Annex 8, Table A4.2:).
Figure 18: Targeting accuracy of social assistance and its main components, 2008 - 2009
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Panels VII-VIII: Social Exclusion not elsewhere classified
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Surprisingly, targeting of social exclusion benefits which are meant to protect the poor and
vulnerable could be improved. Social exclusion benefits, which besides the centrally mandated
GMI program include a variety of benefits implemented and financed at the local level and central
level,” are distributed across all income quintiles. While targeting has improved between 2008 and
2009 with the share of benefits accruing to the poorest quintile increasing from about 25.5 percent
to 32.5 percent, it remains substantially below average targeting accuracy for these benefits in other
EU countries. In the rest of the EU, more than two thirds of social exclusion benefits go to the
poorest quintile, which is likely to be the primary target for these programs (Figure 18, Panels VII-
VIII). A review of these programs and their effectiveness is needed to ensure that they are achieving
their purpose.

The GMI program, however, shows impressive targeting in recent years. Disaggregated
analysis using more recent Latvia SILC data (2011) shows the GMI program has virtually no leakage
to the upper quintiles with 91.3 percent of the benefits accruing to the poorest quintile and further
7.1 percent received by those in the second quintile. These results are also consistent when 2010
data are used. It is targeting of the non-GMI programs which contributes to the worse targeting of
social exclusion benefits. Currently about 40 percent of spending on these programs, which include
other municipal benefits, but also several central government programs, goes to the top three
quintiles.*’

In terms of generosity, social exclusion benefits in Latvia, and the GMI program, in
particular, do not appear to provide adequate income support. Whether social exclusion

39 ESSPROS and SILC do not necessarily aggregate the same variables programs, and this case is an example for it. While in Latvia,
SILC aggregates both GMI and other municipal benefits including funeral allowances, lump-sum municipal benefit in emergency
situation, benefit for politically repressed, compensation paid to persons engaged in work in the galleys and other municipal benefits
(for education and upbringing, partly paid meals, kindergarten fees, etc.), ESSPROS includes funeral benefits into Survivor’s benefits.
4 These benefits include funeral allowances, lump-sum municipal benefit in emergency situation, benefit for politically repressed,
compensation paid to persons engaged in work in the galleys and other municipal benefits (for education and upbringing, partly paid
meals, kindergarten fees, etc.).
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benefits such as the GMI program provide an effective income support is a concern in Latvia. These
benefits appear to contribute very little to incomes of those in the poorest quintile (Annex 4, Figure
A4.3). Less than 10 percent of household disposable income of those in the poorest quintile comes
from these benefits."

Those who rely on the GMI program are at a high risk of poverty. Comparing benefit levels to
the at-risk-of-poverty threshold also suggests that minimum income beneficiaries in Latvia are
significantly worse off compared to people receiving such benefits in many other EU countries
(Figure 19)*. In 2010, almost 75 percent of GMI beneficiaries were at risk of poverty compared to
just 17.5 percent among non-beneficiaries®. This is in part due to the fact that the GMI level is not
tied to any indicators characterizing the level of living standards such as the minimum wage or the
subsistence minimum calculated by the Central Bureau of Statistics or the poverty line, such as the
at-risk-of-poverty threshold.*

Adjustments to the GMI benefit levels do not always ensure that beneficiaries are not worse
off compared to the rest of the population. Over 2005-2008, the nominal growth in GMI benefit
levels was adequate to compensate for inflation, but fell short of rates of growth of both the
minimum and, particularly, average wages (Figure 20, left panel). As a result, the living standard of
minimum income beneficiaries has deteriorated relative to other population groups in this time
period. During 2009-2012, the relative situation of the GMI beneficiaries has improved slightly, due
to increases in the GMI benefits and simultaneous drop in average wages due to the economic crisis
(Figure 20, right panel). In 2013, however, the GMI benefit levels was cut, which will further
increase the gap between the GMI benefit and minimum and average wages and further exacerbate
the risk of poverty among the GMI beneficiaries.

# Benefits are calculated and expressed as a percentage of post-transfer income for beneficiary houscholds in poorest quintile based
on household survey data.

Benefit entitlements according to the rules are calculated for representative households with no other incomes and are expressed as
a percentage of the median equivalized household disposable income.

4 Latvia SILC 2011, Staff calculations.

*“The GMI level is set by the Cabinet of Ministers. See Lace (2009).
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Figure 19: Benefit levels as a share of median equivalized disposable income in 2010
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Figure 20: Nominal GMI benefit levels, CPI, minimum and average wages
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6. How do different social assistance benefits in Latvia perform compared to

each other™?

The Family State Benefit by far covers the most of the poor, but a significant share of the
rich are also covered. In 2010, more than half of those in the poorest quintile received this benefit.

s Analysis in this section is based on disaggregated data from Latvia SILC (2009-2011). See Annex 4 for detailed program level
performance indicators.
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Since the benefit is not targeted, coverage of other quintiles is also quite high (Figure 21). Coverage
of other universal non-contributory programs, such as the child care benefit, is similarly distributed
across quintiles. Among poverty targeted programs, the housing benefit covers almost a quarter of
those in the poorest quintile with coverage dropping drastically after the second quintile. The GMI
benefit almost exclusively covers only those in the poorest quintile with virtually no beneficiaries in

the second and higher quintiles.

Figure 21: Coverage of social assistance programs, by quintile, in 2010
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Source: Latvia SILC 2011. World Bank staff calculations.

Note: Family state benefits include the Family State Benefit and supplements to families with disabled children. Child care benefits
only include non-contributory child care benefit and supplements for disabled children.

Despite recent increases in coverage, the GMI program covers very few of the poor. In 2010
the GMI program covered only 13.7 percent of the poor. Gaps in coverage need to be investigated
to assess what is causing such low coverage. They are likely related to particularly low eligibility
thresholds, which do not capture a significant share of the poor, but also could be due to restrictive
criteria, such as ownership of particular assets which could exclude transitory poor. Alternatively,
there may be administrative or other barriers such as stigma preventing potentially eligible
beneficiaries from applying.
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Figure 22: Coverage of the GMI program, by household income quintile, 2008-2010
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Means-tested programs, such as the GMI, are more efficient than non means-tested
programs at transferring resources to the poor. Most of the spending on the GMI program goes
to the poorest quintile (GMI spending is equal to approximately 0.14 percent of GDP). In contrast,
only about one third of all spending on the non means-tested Family State Benefit goes to the poor
while the rest, which is about the same as total spending on the GMI program, goes to the non-poor
(Figure 23).

Figure 23: Public spending on main social assistance programs in Latvia, by household
income quintile, 2010
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Note: Family state benefits include the Family State Benefit and supplements to families with disabled children. Child care benefits
only include non-contributory child care benefit and supplements for disabled children.

However, low coverage and low generosity limits the poverty impact. As was noted eatlier,
coverage of the social exclusion benefits and generosity of benefits is low in many countries, raising
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a concern of whether they reach all those in need. A combined effect of these factors is that the
impact of means-tested programs on poverty is often limited. In 2010 in Latvia, the GMI program
had minor impact on the at-risk-of-poverty rate, which would have been only 0.37 percentage points
higher in the absence of the program. In contrast, this indicator increased by 3 percentage points
(from 19.2 percent to 22.2 percent) in the absence of all social assistance programs (Annex 4, Table

A4.4).

This implies that non means-tested programs often deliver crucial support to the poor. So
the challenge is not simply cutting non means-tested programs across the board, but perhaps in
means-testing them with a relatively generous cut-off that includes those in need, but exclude the
rich from these transfers.

Targeting has its limitations, but in difficult economic times, it is a way to achieve fiscal
savings without minimizing the protection objective of the social protection system.
Targeting social benefits is a way to achieve higher efficiency of social spending, but there are costs
to targeting. Some of the primary concerns of targeting social benefits is low take up (i.e. costs of
applying to benefits or stigma attached to means-tested benefits can deter some from applying),
administrative costs of targeting (verifying eligibility) and potential work disincentive effects. Finally,
political support for narrowly targeted social benefits can be low jeopardizing their sustainability
over time. Box 7 illustrates the tradeoffs of pursuing targeting during fiscal consolidations, as well as
some ways to overcome its weaknesses.

In Latvia, there appears to be some room for reallocation of spending toward poverty-
targeted programs. In 2009, not taking into account non-cash benefits and the parent’s benefit,
only about 20 percent of all social assistance spending went toward means-tested programs
Latvia.""While this share has increased in recent due to the expansion in the GMI program and some
measures taken to curtail family benefits expenditure, there still is room to reallocate spending away
from programs that are not targeted to the poor. Given the low spending on overall social assistance
and low generosity, some, if not all, of the savings would need to be channeled to increase coverage
and adequacy of the minimum income support.

Targeting of family benefits can generate the fiscal space needed for other programs,
without necessarily incurring into efficiency losses. Past calculations had already shown that, for
example, about LVL 17.3 million could be saved from targeting the family state benefit with a
relatively generous threshold such as the 40 percent of least well-off households (World Bank
2010Db). Based on Latvia SILC 2011 data, simulations of perfect targeting to the bottom 40 percent
of the three main non-contributory family benefits (Family State benefit, Child Birth and Child Care
benefits) allow for about LVL 30 million, or 0.23 percent of GDP, in savings assuming same benefit
levels and number of beneficiaries as in 2010. Excluding only the top 40 percent of the population
of these three benefits represents savings of about 22 million, or 0.17 percent of GDP.

4 [f ESSPROS data is used, this share is only 10 percent.
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Box 7: Costs and benefits of targeting in fiscal consolidation measures

Fiscal consolidation is likely to be achieved through a mix of revenue and spending measures. And in each case,
appropriate targeting can limit adverse distributional consequences.

On the tax side, replacing expensive and badly targeted indirect-tax concessions (for food, clothing, etc.) with direct
support for low-income households would yield sizeable fiscal gains and reduce inequality. Progressive measures,
such as raising ceilings on social security contributions or reducing tax avoidance or evasion among higher-income
groups, would also generate revenues while strengthening redistribution.

On the benefit side, targeted measures can help to make fiscal consolidation measures more equitable. Further
means-testing can reduce benefit expenditures while protecting the most vulnerable. At the same time, benefit cuts
are likely to contribute to higher inequality, if transfers are already highly targeted. Means testing also imposes
economic costs. Work disincentives associated with targeting on family income are likely to become more damaging
once labor demand starts to pick up during a recovery. In addition, means-tested programs often suffer from low
benefit take-up, resulting in poor coverage among the targeted population and less success in reaching vulnerable
groups.

Targeting on behavior or non-income characteristics is an alternative that can produce cost savings, while leaving
incentives intact. One example is the use of broad indicators of deprivation, which many countries apply in order to
determine eligibility for social housing. These can be a good basis for effective targeting, especially for services and
in-kind transfers, without reducing incentives to find employment. Some forms of conditional cash transfers, such
as those pioneered in Mexico and Brazil, can in fact create positive externalities by promoting beneficial health or
educational outcomes. The concept of “murtual obligations” also makes benefits conditional on claimant behavior
and aims to restore self-sufficiency and prevent long-term benefit dependency.

Again, these are examples of positive externalities created by targeting. As more job vacancies are posted during a
recovery, there is indeed a stronger case for linking benefit receipt more tightly to job-search or availability-for-work
requirements. In the context of fiscal consolidation, an important consideration is the need for adequate
administrative and operational resources to enable an effective implementation of “mutual obligations” and other
targeting measures.

Source: Adapted from OECD (2011).
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7. How does Latvia’s spending on labor market programs compare to that in
other EU countries?

Most EU countries allocate a relatively small share of overall social protection spending to
labor market policies (LMPs)."” On average, the EU countries spent about 2.2 percent of GDP
on labor market policies in 2009, or approximately 10 percent of their total social protection
spending. However, spending varies from less than 0.5 percent of GDP in Romania to 3.8 percent
in Belgium and Spain (see Figure 1). Latvia spent about 1.3 percent of GDP on labor market
programs in 2009 and 2010, which is a considerable increase compared to approximately 0.5 percent
of GPD it spent on these programs between 2003 and 2008.

In 2010 almost two thirds of all LMP spending in EU countries went into the so called
support or passive programs, which consist primarily of unemployment and early retirement
benefits. Labor market services are mainly administrative expenses and other expenditures of the
public employment services (PES) and, on average, absorb about 10 percent of the labor market
expenditures. The remaining outlays are allocated to measures, or active labor market programs
(ALMPs).” In 2010, Latvia allocated 40 percent of its LMP spending on ALMPs and slightly more
than half on passive policies.

Latvia spends a relatively small amount on Public Employment Services (PES). Spending on
PES is only about 3 percent of the total LMP expenditure, which represents only 0.04 percent of
Latvia’s GDP. This is lower than spending on PES in neighboring countries despite them having
overall somewhat more favorable labor market conditions (Estonia spent 0.09 percent of GDP and
Lithuania 0.08 percent of GDP in 2010).

In 2011 overall spending on LMPs decreased drastically in Latvia, primarily due to passive
programs. Spending on labor market programs decreased overall by about 40 percent in real terms
from 2010 to 2011. While spending on ALMPs and PES together dropped by 29 percent, passive
LMPs (essentially unemployment benefits) more than halved. Overall, this puts Latvia’s spending on
LMPs as the lowest in the EU if compared to what countries spent in 2010."

47 This section is mainly based on the data from Eurostat’s Labor Market Policy database.

4 Mostly short term and temporary, ALMPs are activities targeted to unemployed and can be divided into six main categories. i)
training, ii) job rotation and job sharing, iii) employment incentives, iv) supported employment and rehabilitation, v) direct job
creation and vi) start-up incentives.

49 Unfortunately, 2011 LMP expenditure data is not yet available for many countries.
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Figure 24: Spending on labor market policies, 2010
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In response to the crisis spending on passive labor market programs increased significantly
in Latvia. Because of the growing number of the unemployed claiming unemployed benefits and
policy adjustments which prolonged duration of benefits,” real spending on income support for the
unemployed increased radically in 2009 and remained at a significantly higher level for 2010 than
pre-crisis levels (Figure 25).

In 2011 spending on unemployment benefits returned to values similar to those in 2007,
despite prevailing high level of unemployment. Spending on unemployment benefits dropped
significantly from 2010 (0.7 percent of GDP) to 2011 (0.32 percent of GDP), reaching levels slightly
above the pre-crisis period. Spending dropped more rapidly than the number of unemployed, which
remains higher than before the crisis (Figure 25). This indicates that many unemployed lost their
benefits before they were able to find new (permanent) jobs, increasing pressures on other social
benefits or program, such as the GMI program.

Latvia’s spending on ALMPs, including PES, has remained below the EU average even
during the crisis. In 2011, spending on ALMPs went down to 0.33 percent of GDP from 0.51
percent in 2010. Importantly, this further increased the gap between what Latvia spends on active
programs per unemployed person (as a share of GDP per capita) and what EU12 or, especially
EU15 countries spend, on average (Figure 26).

> From July 1, 2009 duration of unemployment benefit has been increased on a temporary basis (until December 31, 2011) to 9
months, regardless of the length of contribution history. However, since January 1, 2013 this change was made permanent.
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Figure 25: Real spending on passive LMP, number of unemployed (index: 2004=100)
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Figure 26: Spending on active measures per unemployed as a share of per capita GDP
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due to insufficient observations For the United Kingdom, 2010 data on Services is not available yet, therefore 2009 values were used.
Source: Eurostat, World Bank staff calculations.

Composition of spending on ALMPs varies greatly among EU countries, but training and
employment incentives are predominant measures’ . Though there is a great variation in how

> Not reported as active labor market policies, disabled claimants are currently served by disability and unemployment programs with
effects on their inclusion in the labor market. These categories, collected by ESSPROS and not picked up in Eurostat’s LMP database,
include measutes such as social rehabilitation (non-means-tested transfers in-kind and in cash) and vocational training, among others.
Spending on rehabilitation and vocational training amounted about LVL 13 million in 2009.
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ALMP spending is allocated on different types of active measures”, on average, about one third of
spending on ALMPs goes into training activities such as occupational training, re-training and
improvement of qualifications of the unemployed or other non-formal education. Another third of
ALMP spending goes to employment incentives, including subsidies for work places and similar
measures (Figure 27).

Latvia allocated about 40 percent of ALMP spending to direct job creation programs in 2010
and 2011. Similarly to other EU countries, training and employment incentives have been
predominantly used in Latvia, likely primarily financed by the European Structural Funds. But in
2009, with the introduction of the new public works program, composition of ALMPs changed
significantly. In 2010 and 2011, 40 percent of ALMPs went to direct job creation, while the rest was
split between training (about 40-50 percent) and employment incentives (10-20 percent). According
to the Eurostat’s Labor Market Policy database, Latvia spends very little on start-up incentives and
there are currently no programs for rehabilitation or supported employment specifically aimed at
integration of the disabled into the labor market reported in the.”” However, a2 number of start-up
programs administered by the Ministry of Economics as well as a range of general rehabilitation
programs and wage subsidies for the disabled are not captured in this data source.

Between 2010 and 2011 spending on training decreased the most. In 2011, spending n training
fell almost by 40 percent compared to 2010. Among other measures, only employment incentives

have increased by almost 20 percent, primarily due to measures for target groups which more than

doubled (Figure 28).

Within training, over time the focus shifted over time from occupational training and re-
training to non-formal education. In 2003-2004 the main type of training offered was
occupational training, but over time, non-formal education gained importance (Figure 29). In 2011
together these two subcategories amounted for 85 percent of the spending on training programs.
Programs aimed specifically at at-risk groups and the disabled only lasted from 2004 to 2007,
however, these might not take into account the disabled who participate in other programs provided
outside of the PES. In 2010, several new training programs were introduced to facilitate training of
persons with higher education and for lifelong learning. By 2011 spending on these programs has
more than doubled.

>* Eurostat’s data includes the following categories: i) training, ii) job rotation and job sharing, iii) employment incentives, iv)
supported employment and rehabilitation, v) direct job creation and vi) start-up incentives.
>3 While there are no programs for rehabilitation and supported employment targeted to the disabled in the Eurostat’s LMP database,

social protection programs aimed at the disabled are included in the analysis of European system of integrated social protection
statistics (ESSPROS) data.
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Figure 27: Composition of spending on Active Labor Market Policies, 2010
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Figure 28: Real spending on ALMPs by type, 2003-2011
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Figure 29: Composition of spending on training, 2003-2010
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Source: Eurostat, World Bank staff calculations.

Within the employment incentives category, there is a great fragmentation of programs and
little continuity. Before 2004, more than half of the employment incentives consisted of subsidies
and projects aimed at the integration of the disabled. Between 2004 and 2007, the composition
changed dramatically as employment incentives were predominantly characterized by subsidies and
work practices for targeted unemployed. After 2007 some of these programs were replaced by
training at the workplace and other targeted programs (Figure 30). High turnover of programs can
be explained by the efforts of the State Employment Agency (SEA) to phase out ineffective
programs and replace them with more effective ones.

Figure 30: Composition of spending on employment incentives, 2003-2011
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In contrast, direct job creation programs consist mainly of one flagship programs (Figure 31).
Until 2009, it was paid temporary public works (PTPW) and it was rather marginal in spending. In
2009, a new public works program “Workplaces with Stipends (WWS)” was introduced in response
to the crisis and growing number of the unemployed, who were not eligible for the unemployment
insurance benefits. This program replaced the previous PTPW program completely in 2009. Azam,
Ferre and Ajwad (2012) find that the WWS program provided temporary employment opportunities
and helped the unemployed mitigate the impact of the crisis.”*Also, at 0.1 percent of GDP in 2011,

the program is relatively inexpensive.

New programs fostering labor mobility can be expected to be implemented soon. For
example, the State Employment Agency will commence to implement the regional mobility measure
"Work in Latvia". It aims to provide financial support to the unemployed persons who are prepared
to move closer to their jobs and work in Latvia. With this program, those in need who have found a

job will receive financial support for transportation and accommodation costs.”

Figure 31: Real spending on direct job creation, 2003-2011
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Monitoring and evaluation approach used in the roll-out of the WWS program is merited for
other labor market interventions. Given high fragmentation and little continuity in many active
measures, it would be important to adopt a similar robust evaluation approach for other labor
market interventions. This would allow for more evidence-based policy making in the area of labor
market programs. Ultimately, resources spent on active measures can be reallocated to programs
which tailor better to labor market conditions and profile of the unemployed.

S WWS's stipend mitigated the impact of job loss and in the short term, raised participating household incomes by 37 percent relative
to similar households not benefiting from the program. See Azam, Ferre and Ajwad (2012).
5 Based on announcement on the website of the Ministry of Welfare - http://www.lm.gov.lv/news/id/4206 .
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8. Key findings and recommendations

In this note we have looked at how much is spent on social assistance and employment programs in
Latvia. Additionally, we assessed to what extent social assistance transfers cover the poor and how
efficient are they in channeling resources to those in need. Some of the key findings are the
following:

* Both spending on social protection and social assistance are very moderate in Latvia
compared to other EU countries.

¢ During the global economic crisis, Latvia’s automatic stabilizers needed policy adjustments
in order to operate causing a delay. Central government co-financing of the housing and the
GMI benefits proved central to the response.

e The majority of social benefits in Latvia are not income or means-targeted, and as a result,
resources for programs targeting the poor and vulnerable are underprovided.

e The GMI program is very well targeted, but covers too few of the poor and provides limited
income support, as a result it has very little impact on poverty. Most of the GMI
beneficiaries remain at risk of poverty.

e Recent changes to the GMI program (benefit cuts, in particular) further undermine the
coverage of the program and adequacy of the minimum income support. Full
decentralization of financing back to the municipalities assuming full financial responsibility
for both the housing and GMI benefits jeopardizes the role these benefits can play as a
safety net in future crisis and could exacerbate inequity.

e Latvia leveraged labor market policies well during the crisis to provide support to the
unemployed, both via extending the duration of the unemployment benefits and introducing
a new public works program (Workplaces with Stipends). The program has helped the
unemployed cope with the crisis.

e However, spending on labor market programs significantly decreased in 2011 while the
number of unemployed continues to be well above pre-crisis levels. The gap between the
unemployed and those receiving the unemployment benefit has widened significantly.

® Spending on active labor market programs per unemployed was lower than EU average even
at its peak and decreased further due to recent cuts in spending.

e High turnover of programs, particular employment incentives, is driven by the efforts of the
State Employment Agency to replace ineffective programs with more effective and cost-
efficient ones.

e There is room to improve efficiency and equity of spending on social assistance by
increasing coverage of the poor and adequacy of provided income support through means-
tested programs.

51



As Latvia’s public finances improve, there is an opportunity to provide more meaningful protection
to the poor and vulnerable while further improving efficiency of spending. Based on the findings
above, key recommendations are as follows:

e Despite eased fiscal pressures, lessons from the crisis caution against expanding
non-targeted programs. Some recent reforms seem to be following pre-crisis trend of
increasing universal programs targeted at families with children at the expense of targeted
programs. These policy changes have to be carefully weighed against a goal to increase
efficiency as well as equity of social protection spending to be better prepared for future
crises.

¢ While spending on social assistance is low, there is room to improve efficiency and
equity by increasing coverage of the poor and adequacy of provided income support
through means-tested programs. While the share of spending on means-tested programs
has increased in recent years due to the expansion in the GMI program and some measures
taken to curtail family benefits expenditure, there still is room to reallocate spending away
from programs that are not targeted to the poor.

¢ Given low coverage of the poor and low generosity, some, if not all, of the savings
would need to be channeled to increase coverage and adequacy of the minimum
income support. Cutting non means-tested programs across the board could hurt the poor
who rely on these transfers, so instead they could be means-tested with a relatively generous
cut-off that includes those in need, but exclude the rich who do not need these transfers.

e In order for the GMI program to provide adequate and equitable support to the
needy in Latvia, central government co-financing is key. Experience in the last crisis has
shown that a safety net relying on local financing cannot respond adequately in the face of a
serious economic crisis. Furthermore, even in good times, local financing of last-resort social
assistance is likely to lead to significant inequity in treatment of the poor and needy across
municipalities due to different revenue capacity and more demands on budgets in poorer
municipalities.

® The experience with the public works program during in the crisis could guide
future policy making in the area of labor market policy. Continued high unemployment
despite general economic recovery underway calls for a better evaluation of effectiveness of
labor market policies and developing appropriate programs and approaches based on
constrains faced by the unemployed. Further monitoring and evaluating of labor market
policies will contribute to developing targeted measures and programs to facilitate
employment of the unemployed.
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Annex 1: Comparative tables of performance of social assistance transfers in
the EU countries

Table Al.1: Coverage of overall social assistance, 2008

Coverage (share of direct and indirect beneficiaries in percent
g p

Country Total  Ql Q2 Q3 Q4 Q5 Poor 1;:(:;
Austria 55.8 75.5 64.4 53.2 48.3 37.7 75.4 50.8
Belgium 53.2 63.1 52.0 56.7 55.1 39.2 63.7 50.7
Bulgaria 37.6 55.0 42.7 39.7 32.0 18.7 53.3 32.8
Cyprus 69.6 64.7 73.2 70.6 70.2 69.0 64.9 70.7
Czech Republic 29.7 62.2 32,6 24.6 17.2 12.1 72.7 23.7
Denmark 60.8 73.6 G2 63.9 60.2 403 73.6 57.7
Estonia 53.2 60.8 50.1 54.9 52.4 47.8 58.1 51.7
Finland 57.0 80.2 56.7 58.0 53.8 36.2 79.6 51.2
France 55.4 89.6 66.6 51.9 37.0 31.9 89.7 46.9
Germany 51.7 65.1 54.9 52.4 47.9 38.0 65.0 48.1
Greece 20.5 26.5 27.3 18.5 16.9 13.1 26.6 18.8
Hungary 56.8 88.0 67.0 54.2 42.4 325 87.3 48.4
Iceland 65.6 78.2 75.0 72.7 63.5 38.7 77.6 63.2
Ireland 78.1 94.3 89.0 81.7 69.4 56.0 92.4 122
Ttaly 38.9 47.4 50.5 43.8 33.5 19.3 473 36.7
Latvia 57.3 57.2 57.5 61.3 60.3 50.3 55.6 58.0
Lithuania 49.9 64.6 50.7 48.4 46.3 39.6 632 45.6
Luxemburg 61.0 89.8 69.4 60.2 47.6 37.8 88.5 52.7
Malta 82.3 94.8 92.0 87.6 75.7 61.4 94.7 79.2
Netherlands 61.5 87.8 68.6 62.1 48.3 40.9 88.6 55.8
Norway 58.2 77.2 62.3 60.7 51.7 39.2 79.4 54.0
Poland 30.5 64.2 39.7 24.7 15.3 8.4 64.3 22.0
Portugal 44,5 55.8 51.4 46.7 37.1 31.7 56.0 41.6
Romania 62.3 84.7 76.6 6 51.8 35.5 83.2 55.0
Slovakia 59.0 77.8 57.2 57.3 57.5 45.5 79.2 55.9
Slovenia 58.3 69.2 65.7 63.0 56.7 37.1 70.2 55.9
Spain 12.2 15.1 11.6 13.0 111 10.3 15.0 115
Sweden 56.8 79.3 59.8 60.0 53.2 31.6 78.9 51.2
United Kingdom 56.2 81.7 59.7 56.5 46.4 36.8 76.2 487

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)
below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income
after social transfers. Source: EU-SILC 2009, World Bank staff calculations.



Table Al.2: Targeting of overall social assistance, 2008

Targeting (percent of all benefits)

Country

Austria
Belgium
Bulgaria
Cyprus
Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
Ireland
Italy

Latvia
Lithuania
Luxemburg
Malta
Netherlands
Norway
Poland
Portugal
Romania
Slovakia
Slovenia
Spain
Sweden

United Kingdom

Total

100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100

Q1
35.4
34.8
294
27.6
53.7
51.0
29.8
50.7
51.9
40.9
33.9
43.9
40.5
473
30.0
18.5
37.8
37.8
46.3
65.7
47.6
51.8
43.5
37.5
45.8
434
234
48.2
60.3

Q2
227
20.1
23.8
18.7
18.7
219
18.6
19.0
18.9
19.2
204
21.6
234
21.6
24.8
15.2
19.6
21.1
20.6
14.7
20.7
21.0
20.5
245
16.0
23.8
15.5
214
19.3

Q3
17.7
18.2
17.6
19.0
12.0
11.9
16.7
13.5
13.4
16.1
16.9
14.6
17.7
13.5
20.1
20.7
14.1
18.5
14.5
9.2
14.7
12.2
15.2
17.3
14.3
15.6
23.4
14.4
9.3

Q4
13.9
15.3
17.2
15.0
8.1
9.5
17.6
10.1
8.1
13.1
13.1
10.3
12.3
10.2
14.4
18.1
8.4
12.5
10.8
5.7
9.7
9.5
11.3
12.3
13.2
10.5
16.4
10.3
6.5

Q5
10.4
11.6
12.0
19.7
7.4
5.8
17.4
6.7
7.8
10.7
9.8
9.5
6.1
7.4
10.7
275
20.1
10.2
7.8
4.7
7.4
5.6
9.5
8.3
10.7
6.8
21.3
5.7
4.6

Poor

35.7
34.3
34.2
28.3
40.0
50.7
33.6
51.3
51.7
42.2
35.3
46.4
35.2
59.9
30.4
23.2
47.5
414
46.4
62.7
43.6
51.7
437
454
36.2
39.7
23.7
48.5
68.8

Non-
Poor

64.3
65.7
65.8
71.7
60.0
49.3
66.4
48.7
48.3
57.8
64.7
53.6
64.8
40.1
69.6
76.8
52.5
58.6
53.6
37.3
56.4
48.3
56.3
54.6
63.8
60.3
76.3
51.5
31.2

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers. Source: EU-SILC 2009, World Bank staff calculations.
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Generosity (benefits as a percent of post-transfer disposable income, beneficiary

Table Al.3: Generosity of overall social assistance, 2008

households)
Country Total Q1 Q2 Q3 Q4 Q5 Poor Non-
Poor
Austria 12.3 28.8 15.4 11.5 8.0 4.8 28.7 9.4
Belgium 9.9 28.8 13.0 8.6 6.0 4.4 29.0 7.4
Bulgatia 7.0 16.1 9.0 5.4 5.0 3.7 15.5 5.4
Cyptus 5.3 15.5 6.8 5.5 3.5 2.9 15.5 4.2
Czech Republic 13.0 25.9 12.2 8.7 6.8 4.9 30.0 9.4
Denmark 10.6 36.6 12.0 6.2 44 2.7 36.8 6.1
Estonia 9.9 29.5 14.5 9.2 7.5 4.8 28.2 7.5
Finland 11.3 33.9 13.6 7.9 5.0 3.1 33.6 6.7
France 11.5 32.8 10.6 7.8 5.5 3.6 33.0 6.7
Germany 10.8 33.2 13.4 9.1 6.3 3.9 32.5 7.3
Greece 8.8 23.1 11.2 8.4 5.5 3.1 22.3 6.6
Hungary 15.3 38.5 16.5 10.9 8.1 6.5 37.0 10.1
Iceland 6.7 20.4 8.8 5.5 3.5 1.7 22.4 4.9
Ireland 14.2 52.7 17.7 9.8 6.5 3.7 40.9 7.2
Ttaly 4.7 11.6 5.7 4.0 2.9 2.3 11.5 3.7
Latvia 7.6 20.7 9.5 8.4 5.5 5.6 16.5 6.5
Lithuania 10.3 34.3 14.7 8.5 4.1 5.6 32.6 6.4
Luxemburg 13.8 34.2 16.4 12.5 8.7 5.2 31.9 9.8
Malta 4.9 19.7 5.9 3.5 2.4 1.3 19.6 2.9
Netherlands 11.7 43.0 9.3 5.5 3.5 2.1 48.7 5.1
Norway 9.5 28.1 111 6.8 4.4 2.8 31.3 6.2
Poland 10.4 21.9 9.1 6.5 6.1 3.7 22.0 6.7
Portugal 5.5 21.8 7.0 4.2 2.9 1.7 21.7 3.5
Romania 7.2 26.4 9.5 5.9 3.8 2.2 21.7 4.6
Slovakia 5.6 18.8 5.8 4.3 32 2.1 25.3 3.9
Slovenia 9.7 29.3 12.2 6.9 4.3 3.1 31.9 6.6
Spain 7.3 18.9 8.3 8.4 5.2 4.6 19.0 6.2
Sweden 13.3 35.7 15.8 9.1 6.1 3.7 35.4 8.3
United Kingdom 15.6 60.8 18.5 7.7 5.0 2.5 51.2 6.2

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers. Source: EU-SILC 2009, World Bank staff calculations.
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Table Al.4: Coverage of social exclusion benefits, 2008

Coverage (share of beneficiaries in percent)

Country

Austria
Belgium
Bulgaria
Cyprus
Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
Ireland
Italy

Latvia
Lithuania
Luxemburg
Malta
Netherlands
Norway
Poland
Portugal
Romania
Slovakia
Slovenia
Spain
Sweden

United Kingdom

Total

4.4
1.5
7.3
0.4
2.1
0.0
2.1
7.0
7.8
4.8
4.7
7.3
2.0
6.3
1.0
6.9
6.3
5.7
37.5
229
3.9
4.6
3.5
26.7
4.8
9.5
1.1
2.8
14.2

Q1
13.4
7.2
21.8
1.5
8.3
0.0
22
25.2
23.0
18.2
9.1
219
6.5
15.1
2.3
12.1
15.8
23.1
49.1
43.6
13.8
16.9
13.3
52.9
17.8
23.6
22
11.4
48.4

Q2
3.5
0.3
8.2
0.2
0.6
0.0
1.8
4.8
5.1
2.8
5.6
6.3
1.2
10.8
1.0
7.9
7.3
45
50.3
24.3
24
2.7
2.8
36.5
2.5
10.8
1.0
1.1
16.1

Q3
2.1
0.1
2.9
0.1
0.4
0.0
2.4
2.4
3.9
1.5
4.3
44
0.8
3.8
0.8
5.1
3.6
0.7
37.2
20.1
1.3
1.7
0.4
26.0
1.8
6.2
0.8
0.9
4.7

Q4
2.0
0.0
2.7
0.0
0.8
0.0
1.8
2.1
2.4
0.7
3.6
2.6
0.8
1.3
0.3
7.0
2.8
0.2
29.2
13.9
1.4
0.9
0.5
14.3
1.2
4.6
0.8
0.4
1.3

Q5
1.3
0.0
0.6
0.1
0.3
0.0
2.0
0.6
4.5
0.6
0.9
1.2
0.4
0.4
0.4
2.3
1.8
0.1
21.9
12.7
0.4
0.6
0.3
3.8
0.6
2.3
0.7
0.1
0.7

Poor 1;3:;
13.2 2.2
7.3 0.1
20.5 3.2
1.4 0.1
13.2 0.5
0.0 0.0
2.3 2.0
24.7 2.5
23.1 4.0
17.6 1.4
8.9 3.5
20.9 3.5
7.3 0.9
13.0 3.5
2.3 0.6
10.9 5.3
13.9 3.8
21.9 0.9
49.2 34.6
46.6 18.0
15.4 1.6
16.9 1.5
13.2 1.0
50.3 18.5
24.6 1.7
25.8 6.1
2.2 0.8
11.2 0.6
41.6 4.0

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers. Source: EU-SILC 2009, World Bank staff calculations.




Table Al.5: Targeting of social exclusion benefits, 2008

Targeting (percent of all benefits)

Country

Austtia
Belgium
Bulgaria
Cyprus
Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
Ireland
Ttaly

Latvia
Lithuania
Luxemburg
Malta
Nethetlands
Norway
Poland
Portugal
Romania
Slovakia
Slovenia
Spain
Sweden

United Kingdom

Total

100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100

Q1

74.1
95.3
75.5
69.7
94.2
n.a.
30.9
87.0
59.2
82.2
46.0
68.5
75.9
55.2
35.7
32.6
69.0
86.0
65.1
88.2
81.9
81.7
89.0
60.1
89.8
71.0
35.7
95.2
78.7

Q2

4.5
2.7
16.1
13.3
2.6
n.a.
13.0
6.7
8.4
9.0
25.6
14.6
10.1
26.3
18.6
259
13.5
9.9
18.0
6.2
9.3
7.6
8.3
20.7
4.2
13.5
21.9
1.6
15.5

Q3

11.9
2.1
4.8
6.8
0.7
n.a.
20.7
2.5
12.7
4.7
15.0
7.9
5.0
43
25.2
11.5
7.4
1.3
9.4
2.9
2.7
5.3
1.0
11.4
2.6
8.3
10.4
1.9
3.7

Q4

24
0.0
3.1
6.1
1.3
n.a.
13.2
2.7
5.0
2.1
10.6
7.0
3.6
5.7
10.7
20.8
52
0.6
5.5
1.6
4.7
3.5
0.9
52
22
4.8
15.1
1.0
1.4

Q5

7.0
0.0
0.6
42
1.3
n.a.
222
1.0
14.7
2.0
2.9
2.1
5.4
8.5
9.9
9.2
4.8
23
2.0
1.2
1.3
1.9
0.8
2.6
1.2
25
17.0
0.3
0.7

Poor

74.1
95.3
79.9
69.7
93.5
n.a.
34.8
87.0
59.2
83.3
47.2
68.9
72.6
64.1
35.7
414
69.3
90.5
65.2
87.2
78.4
81.7
89.0
67.2
86.0
68.7
35.7
95.2
86.4

Non-
Poor
25.9

4.7
20.1
30.3

6.5
n.a.
65.2
13.0
40.8
16.7
52.8
31.1
27.4
35.9
64.3
58.6
30.7

9.5
34.8
12.8
21.6
18.3
11.0
32.8
14.0
31.3
64.3

4.8
13.6

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers. Source: EU-SILC 2009, World Bank staff calculations.

57




Table Al.6: Generosity of social exclusion benefits, 2008

Generosity (benefits as a percent of post-transfer disposable income, beneficiary

households)
Country Total Q1 Q2 Q3 Q4 Q5 Poor llfg:r
Austria 5.9 10.1 1.7 5.3 1.0 3.0 10.1 2.7
Belgium 52.7 57.2 18.3 24.0 na. na. 57.2 204
Bulgaria 7.4 14.4 45 2.7 1.4 0.7 13.4 2.7
Cyptus 28.6 33.9 26.8 22.7 24.4 10.5 33.9 21.0
Czech Republic 17.2 274 5.3 1.8 13 22 287 2.5
Denmark n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Estonia 43 13.2 44 44 2.7 2.7 11.6 32
Finland 12.7 18.6 5.4 32 3.2 3.2 18.6 4.1
France 12.2 228 7.8 12.0 6.1 5.5 22.9 7.3
Germany 27.9 36.9 173 13.5 9.6 7.5 36.8 12.7
Greece 16.2 30.6 17.6 11.6 8.2 45 29.9 115
Hungary 6.7 115 5.0 3.0 3.8 1.3 11.0 3.6
Iceland 7.3 11.0 5.3 3.1 1.9 4.0 11.6 3.7
Ireland 33 5.3 2.4 0.9 2.4 616 45 2.3
Ttaly 22.0 283 19.8 262 19.3 12.0 283 19.6
Latvia 43 9.0 6.0 3.1 3.0 2.0 8.1 33
Lithuania 123 29.6 7.2 5.8 4.1 34 26.4 5.6
Luxemburg 26.6 325 12.7 8.0 8.6 22,0 30.6 11.9
Malta 3.0 14.0 2.5 1.4 0.8 0.3 14.0 1.2
Netherlands 13.9 48.4 47 22 1.4 0.7 52.3 2.3
Norway 14.8 21.8 8.6 43 5.7 2.9 233 6.4
Poland 9.3 14.1 47 40 3.7 1.9 141 37
Portugal 27.0 38.1 12.7 62 3.5 2.7 38.1 8.0
Romania 45 13.9 3.4 1.9 1.2 1.9 11.0 2.0
Slovakia 18.0 29.2 5.1 3.8 3.7 3.2 31.6 49
Slovenia 8.7 18.1 5.0 42 2.7 21 19.1 3.9
Spain 7.6 17.4 11.0 49 5.5 4.0 17.4 5.8
Sweden 253 34.5 3.5 42 47 3.8 34.5 4.0
United Kingdom |  18.6 25.9 11.0 6.8 6.5 42 23.5 8.0

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers. Source: EU-SILC 2009, World Bank staff calculations.
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Annex 2: Additional figures on social protection spending

Figure A2.1: Total spending on social protection and government size, 2009
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Figure A2.2: Total spending on social protection and GDP (PPP) per capita, 2009
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Figure A2.3: Spending on social protection according to GDP (PPP) per capita
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Note: Iceland not included. Countries were grouped according to their current GDP/capita (PPP) — finding four groups:
i)countries with per capita income between USD 10,000 and USD 19,999 are: Hungary, Poland, Estonia, Lithuania,
Latvia, Bulgaria, Romania; ii)countries with per capita income between USD 20,000 and USD 29,999 are: Spain, Greece,
Italy, Cyprus, Slovenia, Czech Republic, Malta, Portugal, Slovakia, iif)countries with per capita income between USD
30,000 and USD 39,999 are: Ireland, Austria, Sweden, Denmark, Belgium, the United Kingdom, Germany, Finland,
France, and iv)countries with per capita income above USD 40,000 are: countries included here are: Luxembourg,
Norway and the Netherlands. Source: ESSPROS data, IMF WEO 2011, World Bank staff calculations.
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Annex 3: Additional figures on performance of social assistance transfers

Figure A3.1: Coverage of the poorest quintile by social protection programs, 2008 and 2009

Panel A: Latvia Panel B: All other EU countties
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Figure A3.2: Coverage of the poorest and richest quintile by programs targeting social
exclusion, 2009
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Annex 4: Program level performance indicators for social protection

programs based on Latvia SILC (2011)

Table A4.1: Coverage of social protection programs, 2010

Coverage (share of direct and indirect beneficiaries in percent)
-

All social protection
All social insurance

Old age pension, incl. supplements, state
social maintenance benefit

Pension from other country
Compensation at retirement
Other type of pension
Survivor benefit

Sickness benefit

State disability pension

State social maintenance benefit for
disabled

Other benefits for disabled & injured
people < retirement

Maternity + paternity benefits
Parental benefit

All labor market programs
Unemployment benefit

Other related unemployment benefit

All social assistance

State family benefit, incl. supplements for
disabled

Child care benefit, incl. for disabled

Child birth benefit, state and municipal
Other family related benefits, incl. foster
and alimony

Municipal GMI benefit

Other municipal benefits, incl. funeral
and emergency

Other sickness benefit, incl. municipal
allowance for medical services

Housing allowances

Education-related allowances

Total

88.5
62.4

35.6

1.2

1.1

0.9

43
18.9
8.9

2.9

23

3.8
6.2
23.3
21.6
4.6
56.2

46.4

11.1
4.8

3.5
3.1
5.1

2.8

7.6
5.4

Q1
87.6
45.2

18.8

0.5
0.1
0.0
6.2
8.7
9.7

5.0

1.2

0.9
3.4
29.5
20.2
5.4
69.6

56.1

15.5
4.1

7.8
13.7
12.2

3.7

23.7
6.9

Q2
93.1
72.2

51.1

0.5
0.9
0.6
4.0
13.0
8.4

4.1

1.5

2.5
3.3
20.6
18.9
4.1
54.5

41.0

7.5
4.0

3.3
1.2
6.1

2.6

9.4
5.8

Q3
89.8
67.5

44.4

1.1

1.6

0.8

5.4
19.2
9.8

1.7

3.5

2.8
4.2
20.3
19.7
3.6
48.5

39.9

7.1
2.9

2.9
0.2
4.0

2.7

3.5
4.8

Q4
88.3
68.6

36.3

1.5
2.3
1.2
4.0
27.5
9.7

2.5

3.6

5.0
8.8
27.0
255
3.9
56.7

50.5

12.6
6.2

1.8
0.2
2.1

2.8

1.2
6.1

Q5
83.6
58.7

274

2.1

0.7

2.0

1.7
26.3
6.8

1.2

1.9

7.7
11.5
18.9
17.6

6.0
51.7

44.8

12.7
6.9

1.6
0.0
1.1

2.1

0.2
3.2

Poor

88.3
48.0

20.5

0.5
0.1
0.2
6.2
10.0
9.8

4.7

1.3

1.3
3.6
28.7
25.5
5.2
69.4

55.6

152
44

7.5
12.6
12.3

4.0

229
7.0

Non-
Poor

88.6
66.6

39.9

1.3
1.4
1.1
3.7
215
8.6

24

2.6

45
7.0
21.7
20.4
44
52.5

43.8

9.9
4.9

2.3
0.4
3.1

24

3.2
4.9

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income
after social transfers. Source: Latvia SILC 2011, World Bank staff calculations.
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Table A4.2: Targeting of social protection programs, 2010

Targeting (percent of all benefits)

All social protection

All social insurance

Old age pension, incl. supplements, state
social maintenance benefit

Pension from other country
Compensation at retirement
Other type of pension
Survivor benefit

Sickness benefit

State disability pension
State social maintenance benefit for

disabled
Other benefits for disabled & injured
people < retirement

Maternity + paternity benefits
Parental benefit

All labor market programs
Unemployment benefit

Other related unemployment benefit

All social assistance

State family benefit, incl. supplements for
disabled

Child care benefit, incl. for disabled

Child birth benefit, state and municipal
Other family related benefits, incl. foster
and alimony

Municipal GMI benefit

Other municipal benefits, incl. funeral
and emergency

Other sickness benefit, incl. municipal
allowance for medical services

Housing allowances

Education-related allowances

Total

100.0
100.0

100.0

100.0
100.0
100.0
100.0
100.0
100.0

100.0

100.0

100.0
100.0
100.0
100.0
100.0
100.0

100.0

100.0
100.0

100.0
100.0
100.0

100.0

100.0
100.0

Q1
10.5
7.3

6.1

3.1
0.5
0.8
25.7
5.0
21.9

30.3

4.0

1.7
4.9
14.0
14.5
10.4
36.3

32.2

33.0
15.7

55.6
91.3
33.2

10.6

60.8
23.5

Q2
23.7
25.4

30.2

44
3.9

13.8
182
10.2
18.8

28.1

10.4

52
4.9
11.5
11.6
11.0
16.3

15.5

14.8
14.7

22.1
7.1
254

4.5

29.6
22.3

Q3
22.5
23.7

26.7

11.8
26.1
14.7
23.5
14.2
20.3

14.5

20.6

9.0
7.4
20.0
20.8
14.7
131

15.7

12.2
12.2

9.7
0.5
279

12.8

7.4
13.7

Q4
20.1
20.0

18.6

27.9
46.4
26.1
24.1
29.8
20.8

18.6

31.4

18.3
20.2
26.7
29.0
11.8
16.4

19.0

18.5
24.3

7.6
1.1
9.3

28.1

1.5
20.4

Q5
23.2
23.5

18.3

52.7
23.2
44.7
8.5
40.9
18.3

8.5

33.6

65.8
62.7
27.9
24.1
52.1
17.9

17.6

215
33.1

5.0
0.0
4.3

44.0

0.7
20.0

Poor

12.6
9.3

8.1

3.8
0.6
5.1
28.1
6.6
24.5

32.7

6.4

2.5
6.0
15.3
16.0
10.9
39.6

35.3

36.8
18.5

60.0
94.4
36.8

13.2

65.2
25.5

Non-
Poor

87.4
90.7

91.9

96.2
99.4
94.9
71.9
93.4
75.5

67.3

93.6

97.5
94.0
84.7
84.0
89.1
60.4

64.7

63.2
81.5

40.0
5.6
63.2

86.8

34.8
74.5

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers.

Sonrce: Latvia SILC 2011, World Bank staff calculations.
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Table A4.3: Generosity of social protection programs, 2010

Generosity (benefits as a percent of post-transfer disposable income,
beneficiary households)

All social protection

All social insurance

Old age pension, incl. supplements, state
social maintenance benefit

Pension from other country
Compensation at retirement
Other type of pension
Survivor benefit

Sickness benefit

State disability pension

State social maintenance benefit for

disabled
Other benefits for disabled & injured
people < retirement

Maternity + paternity benefits
Parental benefit

All labor market programs
Unemployment benefit

Other related unemployment benefit

All social assistance

State family benefit, incl. supplements for
disabled

Child care benefit, incl. for disabled

Child birth benefit, state and municipal
Other family related benefits, incl. foster
and alimony

Municipal GMI benefit

Other municipal benefits, incl. funeral
and emergency

Other sickness benefit, incl. municipal
allowance for medical services

Housing allowances

Education-related allowances

Total

36.7
42.0

54.5

29.1
11.7
23.9
15.9

5.4
21.2

13.2

15.5

14.3
16.8
9.9
9.2
5.8
5.9

2.5

3.2
3.4

11.3
18.5
5.0

11.9

6.1
5.1

Q1
57.7
58.6

81.9

26.3
7.0
54.2
31.5
9.4
51.0

274

15.5

17.3
26.0
15.3
15.4
8.2
24.5

9.8

10.5
10.7

25.7
222
7.1

12.0

8.8
10.9

Q2
61.9
69.6

81.0

28.1
4.9
64.6
20.8
8.1
31.7

16.5

22.0

13.8
17.1
10.3
9.8
6.3
7.4

3.6

5.8
5.9

14.2
8.5
5.0

3.9

5.1
7.8

Q3
47.8
55.4

68.1

23.4
13.3
34.4
14.5
5.4
21.2

14.1

13.9

15.1
16.1
12.3
11.5
6.6
5.2

2.7

3.7
5.0

5.4
2.6
6.1

9.1

3.1
44

Q4
32.2
34.7

44.2

30.8
13.0
31.9
14.4
5.7
16.6

9.6

14.2

12.7
14.4
9.1
9.1
3.7
4.0

1.9

23
3.5

5.4
4.3
3.1

13.2

1.4
3.6

Q5
21.9
26.5
32.0
30.1
10.6
16.5

6.5
4.6
12.4

4.6

16.5

14.7
17.3
7.9
6.5
5.8
2.7

1.1

1.5
2.1

2.6

1.6

15.3

2.4
3.5

Poor

58.0
58.9

82.2

28.6
6.7
83.7
30.4
9.0
48.9

275

18.3

15.7
259
14.9
15.1
7.9
22.8

9.3

10.2
10.0

25.0
21.7
6.6

11.4

8.3
10.2

Non-
Poor

34.9
40.8

52.9

29.1
11.7
23.0
13.4
52
18.0

10.5

15.3

14.3
16.5
9.3
8.6
5.6
4.0

1.8

23
29

6.2
53
44

11.9

4.0
44

Note: Poor are defined as individuals living in households with an equivalized disposable income (after social transfers)

below the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income

after social transfers.

Sonrce: Latvia SILC 2011, World Bank staff calculations.




Table A4.4: Impact of all social protection programs on the at-risk-of-poverty rate

At-risk-of-poverty rate after social transfers 0.192

At-risk-of-poverty rate without listed transfer

All social protection 0.460
All social insurance 0.420
Old age pension, incl. supplements, state social maintenance benefit 0.371

Pension from other country 0.193

Compensation at retirement 0.192

Other type of pension 0.193

Survivor benefit 0.197

Sickness benefit 0.198
State disability pension 0.207
State social maintenance benefit for disabled 0.196
Other benefits for disabled & injured people < retirement 0.194
Maternity + paternity benefits 0.193

Parental benefit 0.196
All labor market programs 0.206
Unemployment benefit 0.205
Other related unemployment benefit 0.192

All social assistance 0.222
State family benefit, incl. supplements for disabled 0.204
Child care benefit, incl. for disabled 0.199
Child birth benefit, state and municipal 0.194
Other family related benefits, incl. foster and alimony 0.196
Municipal GMI benefit 0.196
Other municipal benefits, incl. funeral and emergency 0.193

Other sickness benefit, incl. municipal allowance for medical services 0.193

Housing allowances 0.197

Education-related allowances 0.194

Note: The simulated impact is the change in poverty rate due to each transfer, assuming that household welfare with
diminish by the full value of that transfer. At-risk-of-poverty threshold is set at 60 percent of the national median
equivalized disposable income after social transfers.

Source: Latvia SILC 2011, World Bank staff calculations.



Annex 5: Using European system of integrated social protection statistics
(ESSPROS) data to benchmark social protection expenditure

Description of the data source

To analyze expenditure on social protection the data from the European system of integrated social
protection statistics (ESSPROS) was used. ESSPROS is a common framework developed in the late
1970s by Eurostat and the EU Member States providing a coherent comparison between European

countries of social benefits to households and their financing.

Social protection benefits are defined as transfers to households, in cash or in kind, intended to
relieve them of the financial burden of several risks and needs. These include disability,
sickness/healthcare, old age, survivors, family/children, unemployment, housing and social

exclusion not covered elsewhere.
ESSPROS is composed of the core system and of modules”. The core system contains annual data:

« Quantitative data: social protection receipts and expenditures by schemes”’
+ Qualitative data: metadata by scheme and benefit description.

ESSPROS classifies expenditure of social protection schemes as follows:

Social benefits
Administration costs = Total Social Protection Spending

Transfers to other schemes

b

Other expenditure: property income and other

In this note we only considered Social Benefits which includes transfers to individuals. These consist
of the following functions (each including cash benefits and benefits in kind):

» Sickness/health care

« Disability

+ Old age

+ Survivors

« Family/children

« Unemployment

» Housing

« Social exclusion not elsewhere classified (n.e.c.)

56 The modules contain supplementary statistical information on particular aspects of social protection: pensions' beneficiaties and net
social benefits.

57 A scheme is defined as a distinct body of rules, supported by one or more institutional units, governing the provision of social
protection benefits and their financing.



Advantages and disadvantages of using ESSPROS data to benchmark social
assistance program expenditure

The advantages of using ESSPROS data are manifold. The data is comparable and comprehensive.
The expenditures are classified in accordance with the common classification and virtually all types
of social protection expenditures are covered. All EU countries are represented and the data goes
back to 1990 for core indicators.

Despite its advantages, the data presents some challenges for more detailed analysis of social
protection. First of all, the data which is available on the Eurostat website™ for download is
somewhat aggregated (program level data is not available). There is no data on the number of
beneficiaries (except for pensions and participants in the labor market programs™) and the data is
usually released with a significant delay.

Some characteristics of programs are captured well in ESSPROS, such as whether benefits are
provided in cash or in-kind, whether they are means-tested or not (as well as frequency of benefit
receipt). However, while information is recorded on whether social protection benefits are
contributory or not in the qualitative database, this information is not made available in the
quantitative database. This significantly limits the extent to which one can make a distinction
between social insurance and social assistance programs. If this information was available in the
quantitative database, it would allow a much more detailed analysis of non-contributory programs.
Moreover, as was demonstrated in this note, program level data is ultimately the best source of
information, as it allows studying much more precisely the trends in expenditures and number of
beneficiaries if that information is also available.

In order to approximate expenditure on social insurance, labor market and social assistance
programs, some adjustments to the data had to be made, which are described in detail below.

58 http://epp.curostat.ec.europa.cu/portal/page/portal/social_protection/introduction
59 This information is captured in a separate the Labor Market Policies database
(http://epp.curostat.ec.curopa.cu/portal/page/portal/labour_market/labour_market_policy)
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Adjustments to ESSPROS data to facilitate benchmarking of expenditures

ESSPROS includes some health care spending under social protection spending. We excluded the
sickness/health care function from total social benefits, with the exception of paid sick leave (under
cash benefits).

ESSPROS also includes some labor market programs under the unemployment function. However,
for labor market programs, we used the Eurostat’s Labor Market Policy database, which captures
them more comprehensively.

Finally, resultant social benefit expenditure was classified approximately into contributory (social
insurance) and non-contributory (social assistance) programs. Box A5.1 presents an approximate
breakdown of social benefits under different ESSPROS functions into these categories.

Box A5.1: Approximate breakdown of social benefits in ESSPROS into social assistance

and social insurance

Social Insurance

v Old age - includes only the following cash benefits: old-age pension, anticipated old-age pension and partial
pension

v Disability - includes only the following cash benefits: disability pension and early retirement benefit due to
reduced capacity to work

V" Survivor - includes all items (cash benefits and benefits in kind)

AN

Sickness - includes only paid sick leave
v Family/children - includes income maintenance benefit in the event of childbirth and parental leave
benefit which is classified as contributory in the qualitative database

Social Assistance

v Old age - includes all benefits in kind and the following cash benefits: care allowance and other cash benefits

V' Disability - includes all benefits in kind and the following cash benefits: care allowance, economic integration
of the handicapped and other cash benefits

v Family/children - includes all benefits in kind and the following cash benefits: birth grant, parental leave
benefit (non-contributory), family or child allowance and other cash benefits

v Housing - includes all cash benefits and benefits in kind

v" Social Exclusion n.e.c. - includes all cash benefits and benefits in kind

Source: http:/ /epp.eurostat.ec.europa.cu/statistics_explained/index.php/Glossary: ESSPROS.
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Table A5.1: Spending on Social Protection by social function as a share of GDP (%), select countries, 2008

Old Age 5.28 9.23 9.40 6.06 5.84 8.53 5.15 10.98 9.28 9.27
Disability 0.58 1.24 1.25 0.87 1.09 1.27 0.86 0.82 0.97 1.81
Social Survivors 0.24 1.57 1.60 0.11 0.54 1.98 0.83 1.91 2.04 0.01
Insurance | gickness 0.42 0.87 0.89 0.61 0.73 0.70 0.36 0.69 1.35 1.03
Family /Children
0.22 0.19 0.20 0.98 0.94 0.04 0.08 0.15 0.05 0.55
Labor market
services 0.05 0.19 0.20 0.03 0.08 0.09 0.11 0.21 0.29 0.23
Labor Active Labor
Market Market Policies 0.08 0.47 0.48 0.04 0.14 0.47 0.15 0.64 0.51 0.98
Labor Market
Supports (Passive) 0.35 0.96 1.02 0.21 0.15 0.35 0.43 1.17 1.10 1.21
Old age 0.17 0.94 0.98 0.15 0.56 0.35 0.61 0.65 0.03 1.80
Disability 0.33 0.87 0.91 0.58 0.53 0.33 0.54 0.94 1.30 2.58
. Family/children
Social 1.17 1.87 1.92 0.78 0.93 0.69 1.39 233 2.81 3.26
Assistance .
Housing 0.17 0.52 0.55 0.02 0.00 0.06 0.00 0.80 0.58 0.71
Social exclusion
nec 0.11 0.35 0.36 0.08 0.20 0.16 0.37 0.44 0.17 0.76

Source: ESSPROS data, World Bank staff calculations.




Table A5.2: Spending on Social Protection as a share of GDP, select countries, 2009

Old Age 7.32 10.05 10.20 7.77 7.58 9.48 6.11 11.71 9.93 10.01
Disability 0.89 1.30 1.32 1.17 1.45 1.09 1.01 0.85 1.02 2.05
Sosel Survivors 0.31 1.70 1.73 0.12 0.67 2.02 0.96 2.01 2.16 0.01
Insurance i
Sickness 0.73 0.92 0.95 0.59 0.82 0.80 0.50 0.74 1.49 1.12
Family /Children 0.28 0.20 0.20 1.41 1.66 0.06 0.11 0.16 0.06 0.60
Labor market
services 0.04 0.24 0.25 0.09 0.10 0.10 0.10 0.26 0.37 0.31
Labor Active Labor
Market it afhetes 0.27 0.54 0.55 0.15 0.20 0.53 0.15 0.72 0.61 1.17
Labor Market 1.03 1.40 1.47 1.38 0.61 0.34 0.67 1.42 1.52 1.73
Supports (Passive)
Old age
0.20 1.00 1.04 0.18 0.79 0.35 0.62 0.69 0.04 2.07
Disability 0.40 0.96 1.00 0.71 0.64 0.34 0.71 1.02 1.41 2.87
Social - :
Assistance Famlly/ Children 1.46 2.07 2.12 0.85 1.16 0.70 1.58 2.48 3.11 3.60
Housing 0.13 0.57 0.61 0.03 0.00 0.06 0.00 0.85 0.65 0.75
e p——
Social exclusion 0.14 0.41 0.42 0.12 0.38 0.15 0.42 0.56 0.18 0.87

n.c.c.

Source: ESSPROS data, World Bank staff calculations.
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Table A5.3: Spending on Social Protection in Latvia, indexed real expenditure (2000 prices)

Category Social Function 2000 2001 ‘ 2002 2003 2004 2005 2006 2007 ‘ 2008 2009
Old Age 101.7 98.6 101.7 99.3 97.2 100.0 107.6 102.5 112.2 128.0
Social Disability 91.3 89.5 90.5 88.9 100.5 100.0 105.1 941 109.4 138.0
Insurance Sutvivors 115.5 104.9 108.4 101.5 101.8 100.0 105.5 97.0 104.4 109.7
Sickness 41.0 441 53.9 62.8 90.6 100.0 124.3 125.7 163.9 233.5
Labor market setvices - - - 51.0 72.3 100.0 126.2 126.2 103.3 69.1
ijﬁ;’;t Active Labor Market Policies - - - 43.3 44.8 100.0 127.2 81.4 57.0 162.2
Labor Matket Supports (Passive) - - - 98.3 109.0 100.0 102.9 111.5 130.9 316.7
Old age 71.4 75.2 81.4 82.7 88.2 100.0 108.7 119.6 137.0 130.8
Disability 84.7 93.8 100.5 99.5 93.9 100.0 116.7 119.0 149.1 146.4
i‘;:i::ance Family/children 83.0 85.0 85.4 92.4 89.2 100.0 100.5 105.5 119.9 122.7
Housing 97.8 94.7 100.5 92.2 95.4 100.0 152.4 214.6 284.3 173.4
Social exclusion n.e.c. 47.2 47.6 53.7 69.7 109.3 100.0 94.7 94.2 91.3 94.0

Source: ESSPROS data, World Bank staff calculations.
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FINANCIAL INCENTIVES OF THE TAX AND BENEFIT SYSTEM IN LATVIA

Victoria Strokova and Tomas Damerau

1 Introduction

Latvia is recovering from a very deep recession that is continuing to cause severe hardship for
families and significant policy challenges for the government. Between early 2008 and late 2009,
unemployment rates soared by 15 percentage points to reach more than 20 percent. It has since
fallen, but continues to be more than twice as high as before the crisis with a growing share of the
long-term unemployed (Figures 1a and 1b). Households have seen real incomes fall by almost 20
percent (Figure 1c). At 9.7 percent of GDP in 2009, the government’s budget deficit peaked well
above the EU average but has been brought down much more quickly than in other EU countries.
Nevertheless, significant fiscal pressures remain, particularly on the revenue side (Figure 1d). In the
post-recession period, carefully balanced tax and transfer provisions are crucial as the budgetary and
welfare costs of ineffective policy design are very large during and after a severe downturn.

In addition to the downturn-related urgency of well-designed and cost-effective tax/benefit measures,
policy debates in Latvia have centered on a number of structural policy issues, even prior to the
recession (World Bank 2007). Comparatively low levels of social spending, high poverty rates, and a
concern over work disincentives will continue to present challenges in Latvia as a recovery takes hold.
How these challenges are addressed can shape both the pace of the recovery, and families’
resilience to future economic shocks.

This policy note considers two crucial outcomes of tax and transfer policies in Latvia; (i) their capacity
to alleviate poverty, reduce inequality and cushion income losses, and (ii) their implications for work
incentives and their effectiveness at “making work pay”. For the most part, the analysis adopts a
“family perspective” by evaluating the effects of benefit entitlements and tax burdens on the income
situation of specific households.

The rest of this note is structured as follows. Section 2 examines income levels of benefit recipients
and shows how they compare across countries and over time. The comparisons employ simple model
calculations that illustrate benefit entitlements and tax burdens for families in a range of different
circumstances. In particular, they show which types of families are likely to have been among the
“gainers” or “losers” of policy changes enacted before and after the onset of the economic crisis.

Section 3 discusses the importance of tax and benefit policies for shaping work incentives and
employment outcomes. It reviews evidence on the economic relevance of work incentives and
discusses how their significance varies with macroeconomic conditions and, specifically, with levels of
unemployment. The section then presents and discusses a range of work incentive indicators for
Latvia. In addition to standard indicators, such as replacement rates and marginal effective tax rates,
we also illustrate the possible impact on work incentives of unreported incomes (informal work and
underreporting).

Section 4 discusses “make work pay” policies in advanced EU and OECD countries which aim to
increase incentives to work for low-skilled low-wage workers. It also discusses implications of
informality and under-reporting for design of these policies.

Section 5 summarizes announced policy changes. It then illustrates which types of families would
“gain” or “lose” under the proposed or announced policy scenarios. It discusses a reform proposed to
increase incentives to work for low-wage workers and assesses its potential impact compared to other
countries’ policies. The section ends by proposing a set of priorities to strengthen both the “protection”
and the “promotion” functions of tax and benefit policies. The final section concludes.



Figure 1: The recession brought severe challenges for households - and the government
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c. Median equivalized household incomes in real terms
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2 Benefit provisions and income adequacy

Income data from this and earlier downturns show that recessions tend to trigger large losses for
certain of the poorest income groups in OECD countries. And, compared to higher-income groups,
those at the bottom of the income ladder also see a much slower recovery once economic conditions
start to improve." In Latvia, the recession has also had a disproportionate impact on low-income
groups. Figure 2 shows that losses in earnings and other market incomes affected the poorest
households in particular. These distributional patterns are of particular concern as the recent
recession follows a period when income inequality has been rising in many countries, and at the same
time for many countries including Latvia, income poverty rates are high. One of the consequences of
these trends is an increased demand for well-designed government support and redistribution
policies.

For families experiencing earnings losses, unemployment benefits and related out-of-work benefits
are the primary support measures. They help to share the income risks associated with
unemployment between different groups of workers, and they maintain acceptable living standards

' Immervoll and Richardson (2011).



during times of joblessness (“consumption smoothing”). Importantly, they are also intended to
facilitate efficient job reallocation from declining to expanding sectors by promoting a good match
between jobseekers and vacancies. From a macro-economic perspective, income support measures
also have a central role as an automatic stabilizer.

Figure 2: Low-income groups have experienced larger losses
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2.1 Unemployment benefit provisions: Latvia in comparative perspective

Annex 1 Tables A1 and A2 provide a comparative overview of the main institutional features of the
primary unemployment compensation programs in Latvia and selected OECD and EU comparators.
Unemployment insurance programs exist in most EU and OECD countries and offer compensation
for lost earnings subject to work-related conditions (Table A1). Reflecting insurance principles,
claimants must have contributed to the insurance fund or have been employed over certain periods in
order to be eligible. Claimants must also be actively looking for work and, in many cases,
unemployment has to be involuntary. Benefit durations are limited in most, but not all, countries.
Insurance is mandatory for most employees, but voluntary in some Nordic countries.

In several countries (e.g., in Estonia and Finland), jobseekers whose entitlement to unemployment
insurance benefits has expired—or who are ineligible in the first place—may be entitled to
unemployment assistance (Table A2).? Eligibility is often, but not always, conditional on previous
employment. As unemployment benefits, unemployment assistance is accessible only to those who
are available and actively looking for work. Benefit durations may or may not be limited. Although both
insurance and assistance benefit schemes are typically (but, again, not universally) financed by
contributions to unemployment insurance funds, the main purpose of assistance benefits is the
provision of a minimum level of resources during unemployment rather than insurance against lost
earnings. As a result, benefit levels tend to be lower and links to previous earnings tend to be weaker.
They are reduced if other incomes are available, but means-testing tends to be less comprehensive
than for minimum-income social assistance benefits.

2Inafew non-European OECD countries (Australia, New Zealand), unemployment assistance is in fact the main
unemployment benefit.



Compared with other countries, contribution requirements for entitlement to unemployment insurance
are relatively light in Latvia (nine months in the past year, column 1 in Table A1). Regulations
regarding benefit generosity are, however, very strict, especially for low-income workers. This is not a
result of a low replacement rate; at 65 percent of gross earnings, this is approximately in line with
other countries (column 5). However, among countries with a purely earnings-related unemployment
benefit, Latvia is the only country which has neither a benefit floor, nor a ceiling (columns 7 to 10). As
a result, benefit entittements for workers on very low earnings are lower than in other countries. At the
same time, the lack of a strict benefit ceiling means that benefits are unusually generous for high-
income earners.

Across countries, the most notable driver of differences in benefit generosity is the maximum benefit
duration, especially after a deep recession when unemployment spells are much longer than at other
points during the economic cycle (see long-term unemployment trends in Figure 1). In Latvia,
maximum benefit duration (column 4 in Table A1) was extended to nine months for all recipients in
2009, but is still shorter than in the majority of EU and OECD countries.® Unlike Latvia, several of the
countries with similar or shorter maximum durations provide follow-up unemployment assistance
benefits for low-income families whose insurance benefits have expired.

For those entitled to unemployment benefits, a simple way of summarizing many of the relevant policy
parameters is by means of benefit replacement rates, which express net income of a beneficiary as
percentages of net income in a previous job. Table 1 shows benefits replacement rates at different
stages of the unemployment spell (from the first to the fifth year of unemployment) for prime-age
individuals. Results are averages over different earnings levels and family situations and account for
taxes and for family-related benefits that are typically available (see table notes for calculation
details).

During the first year of unemployment, prime-age workers entitled to unemployment benefits in 2010
had net incomes above 60 percent in just under half of the countries. Income losses during the first
year were smallest in Nordic countries and in continental Europe. On the other end of the spectrum,
unemployed entitled to benefits but with no other support in Czech Republic, Korea, Slovak Republic
faced income losses of more than 60 percent during the first year of unemployment. Because benefits
in Latvia are available for less than a year, the average net replacement rate over a 12-month
unemployment spell is also low, at 46 percent.

In countries operating insurance benefits, net replacement rates typically decline during the
unemployment spell. Prime-age long-term unemployed in Latvia and a few other countries lose their
entire unemployment benefit after 12 months or less (the very low, but non-zero, net replacement
rates in later years are due to family support payments, which maintain a very small amount of
income after unemployment benefits expire).* In a number of countries, means-tested unemployment
assistance provides continued (usually lower) benefit entitlements once insurance benefits expire
(Austria, Finland, France, Germany, Greece, Portugal, Spain), while four English-speaking countries
operate unlimited means-tested unemployment assistance benefits (Australia, Ireland, New Zealand,
the United Kingdom), resulting in a flat replacement-rate profile.

3 Prior to 2009, maximum durations depended on contribution histories.

* Prior to recent crisis-related extensions of benefit duration, unemployment insurance benefits in the United
States also expired after 26 weeks in most states.



Table 1. Generosity of unemployment benefits at different points during an unemployment spell

Net replacement rates in %, 2010 policy parameters *

Five-year
Year1 Year 2 Year 3 Year 4 Year5 average
Belgium 71.4 64.5 64.5 64.5 64.5 65.8
Ireland 63.8 63.9 63.9 63.9 63.9 63.9
Austria 62.1 58.9 58.9 58.9 58.9 59.6
Malta 51.4 51.5 51.5 51.5 51.5 51.5
New Zealand 49.5 49.5 49.5 49.5 49.5 49.5
Australia 47.4 47.4 47.4 47.4 47.4 47.4
Portugal 76.1 76.1 54.4 24.1 4.6 47.1
Germany 64.4 47.5 41.3 35.0 35.0 44.7
France 66.9 66.9 28.8 28.8 28.8 44.0
Finland 61.7 58.5 31.8 31.8 31.8 43.1
Sweden 60.2 58.7 55.6 19.2 7.7 40.3
Norway 73.2 73.5 18.0 17.5 17.5 39.9
Spain 68.4 64.7 23.5 23.5 12.5 38.5
Iceland (b) 59.3 54.6 54.6 7.7 7.7 36.8
Denmark 74.1 74.1 9.6 9.6 9.6 35.4
Netherlands 73.0 61.2 5.3 5.3 5.3 30.0
United Kingdom 31.2 29.5 29.5 29.5 29.5 29.8
Canada 62.4 17.1 17.1 17.1 17.1 26.2
Switzerland 83.0 41.5 0.0 0.0 0.0 24.9
Luxembourg 85.5 9.1 9.1 9.1 9.1 24.4
Slovenia 56.8 11.8 11.8 11.8 11.8 20.8
Bulgaria 71.7 7.1 7.1 7.1 7.1 20.0
United States 51.0 46.1 0.0 0.0 0.0 19.4
Hungary 44.4 10.1 10.1 10.1 10.1 17.0
Poland 46.9 8.6 8.6 8.6 8.6 16.2
Slovak Republic 37.6 10.5 10.5 10.5 10.5 15.9
Romania 54.5 6.0 6.0 6.0 6.0 15.7
Japan 48.1 5.5 5.5 5.5 5.5 14.0
Estonia 50.1 4.6 4.6 4.6 4.6 13.7
Lithuania 32.2 9.0 9.0 9.0 9.0 13.6
Greece 46.8 8.9 4.0 4.0 4.0 13.6
Czech Republic 30.0 8.5 8.5 8.5 8.5 12.8
Latvia 46.0 2.4 2.4 2.4 2.4 11.1
Israel 443 2.6 2.6 2.6 2.6 11.0
Italy 45.1 0.0 0.0 0.0 0.0 9.0
Turkey 40.6 0.0 0.0 0.0 0.0 8.1
Korea 29.3 0.6 0.6 0.6 0.6 6.3
EU (average) 56.6 33.6 235 20.7 19.1 30.7
OECD (average) 56.4 35.5 22.8 19.0 17.7 30.3

a. Relevant policy rules are summarized in Annex 1 Tables A1 and A2. Countries shown in descending order of the five-year
average. Calculations consider cash incomes (in-work earnings, unemployment benefits as well as any family and in-work
benefits), income taxes and mandatory social security contributions payable by workers. To focus on the role of
unemployment benefits, no social assistance or housing-related benefits are considered and any entitlements to
severance payments are also excluded. Net replacement rates are for a prime-age worker (aged 40) with a “long” and
uninterrupted employment record and are averages over 12 months, four different stylized family types (single and one-
earner couples, with and without children) and two earnings levels (67 percent and 100 percent of average full-time wage).

b.  Excluding the retroactive extension in unemployment benefits from three to four years, passed in December 2010.

Source: OECD tax-benefit models (www.oecd.org/els/social/workincentives).




2.1.1 Benefit coverage: How many unemployed receive unemployment compensation?

Simple “textbook” economic models of labor-supply decisions and job-search consider out-of-work
benefit levels as a de-facto wage floor. In these models, benefit replacement rates assume a central
role since wage floors are the main factor determining people’s decision to work and exert job-search
efforts. In reality, benefit receipt is not simply a choice but is associated with more or less well
defined—and more or less demanding—eligibility conditions. Some of these conditions exclude
certain individuals from the group of potential benefit recipients altogether. These provisions, which
are sometimes referred to as entitlement conditions, serve as an initial “filter’ that target support
measures to certain groups. For instance, in just under one third of EU countries, those resigning from
their jobs (rather than being laid off) are not eligible for unemployment benefits (see Venn, 2012),
individuals with short or interrupted employment records may not be eligible for unemployment
insurance benefits (see column 1 in Table A1), and those with assets may not qualify for means-
tested benefits.

In addition, those entitled to receive a benefit in principle may have to comply with specific behavioral
requirements which are an integral part of activation strategies, namely, job-search activities,
participating in interviews and active labor market programs (ALMPs), and accepting suitable job
offers. These requirements tend to make continued benefit receipt costly for those who are not
genuinely seeking to overcome benefit dependency. Because of these costs of claiming benefits, the
provision or strengthening of out-of-work support does not necessarily have to translate into reduced
job-search efforts.” Well-defined eligibility conditions can therefore help to ease any trade-offs
between adequate out-of-work benefits and maintaining strong labor-market performance.

The importance of entitlement conditions such as contribution requirements, and the costs associated
with benefit receipt, becomes clearer when considering the share of jobseekers who actually receive
benefits. Figure 3 shows that in OECD countries on average about 70 percent of unemployed
received unemployment benefits in 2010. But in most countries, coverage rates were much lower. In
Slovakia and Poland, less than one in five job-seekers (those reporting to be available for work and
actively looking for a job) received unemployment benefits. In Latvia, only about 30 percent of the
unemployed received unemployment benefits in 2010. This is despite the fact that benefit duration
was extended for all qualifying jobseekers in the mists of the crisis.’° As the share of long-term
unemployed increases (see Figure 1b), coverage fell down further, as the unemployed ran out of
unemployment benefits. For these unemployed, availability and adequacy of minimum-income
benefits is an important factor, as some of them would come to rely on these benefits while they
continue searching for jobs.

® Frederiksson and Holmlund (2006) provide a survey of theoretical models of job search.

® From July 1, 2009 duration of unemployment benefit has been increased on a temporary basis (until December
31, 2011) to 9 months, regardless of the length of contribution history. However, since January 1, 2013 this
change was made permanent.



Figure 3: Unemployment benefit coverage
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2.2 Minimum-income benefits: Latvia in comparative perspective

Those who do not qualify for any unemployment benefit, or who run out of their benefits before they
find new jobs, may receive minimum-income benefits, with central or sub-central governments
acting as providers of last resort (see Table A3 for a summary of policy parameters). The main
eligibility criteria relating available incomes and assets to entitlements do not depend specifically on
claimants' work history. Income and asset tests can be very restrictive and always take account of the
resources of other persons living with the benefit claimant. Eligibility may be conditional on the
claimant's effort to regain self-sufficiency. But whereas rules and practices vary substantially across
countries, job-search and other activity requirements can be much less demanding than in the case of
unemployment benefits.” Unlike most unemployment benefits, minimum-income benefits are typically
not subject to explicit time limits but are paid for as long as relevant conditions are met. Benefits often
“top-up” income from other sources (including other benefits). Because larger families require more
resources to secure a given living standard, top-ups are more likely for benefit claimants with
dependent family members.

Table A3 (columns 6 and 7) shows that benefit amounts provided by Guaranteed Minimum Income
(GMI) program are comparatively low in Latvia. For instance, benefits for a single individual with no
other income amount to at least 15 percent of the average wage in half of the 32 EU and OECD
countries listed in the Table. Latvia is one of only six countries where single individuals receive under
10 percent of the average wage at most (i.e., before any benefit reductions due to the means test).
However, as with unemployment benefits, minimum-income support is provided under a range of
different policy headings. When comparing across countries, it is therefore useful to consider the
generosity of the overall benefit package. Minimum income benefits, means-tested housing benefits
(see Box 1), and other benefits such as means-tested family or lone-parent benefits in some

” For instance, unlike unemployment benefit recipients in most countries, minimum-income benefit recipients
often do not enjoy any legal job or status protection in the form of “suitable-job” criteria. Formally, they would
therefore have to accept any available job although the extent to which this is enforced in practice is difficult to
establish. Reasons for deviating from strict formal availability criteria may be related to employers’ concerns that
pushing referrals of overqualified benefit claimants could result in unmotivated candidates who feel “too qualified”
for the job (see, e.g., Box 3 in Tergeist and Grubb, 2006).
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countries) are important additional components of the overall support package, especially for those
running out of unemployment benefit entitlements.

What is common to these different benefits is an objective of poverty alleviation and ensuring a
socially acceptable living standard for families without any other income sources, or with very low
incomes. It is therefore useful to relate the value of overall minimum-income “packages” (including
GMI, cash housing benefits and any family-related benefits) to commonly used income-poverty
thresholds.

The values of these benefit packages are shown in Figure 4 for two different family types in different
countries. The most important observation is that minimum-income benefits typically fall significantly
short of lifting people out of poverty, as defined by Eurostat’s at-risk-of-poverty rate. On the one hand,
this underlines the importance of encouraging and supporting additional income-earning activities for
those receiving these benefits. On the other hand, the often significant poverty gaps highlight the
need for mechanisms that provide adequate support for those unable to earn independent income.
Benefit generosity does indeed vary significantly across countries. In addition, there are large income
differences between family types even within countries. For instance, compared to the at-risk-of-
poverty line, the Latvian GMI benefit for single individuals is the fourth lowest in the EU (top panel of
Figure 4). Benefits for a family with children are significantly more generous, but still only just over
one half of the at-risk-of-poverty cutoff.

It is important to keep in mind that, for both family types, these benefit levels are the maximum
amounts that can be received by families with no other incomes:

¢ Since GMI and housing benefits are means tested, amounts will be significantly lower for
families with other declared incomes. This is also the case in Latvia, where preliminary
analysis of administrative social assistance data for the city of Riga indicates that the GMI
benefit payouts are often significantly lower than the maximum amount; before the economic
crisis, average benefit payouts were just over 50 percent of the maximum amount.

e Housing benefits are generally shown for the capital city (or another big city in some
countries) and can be expected to be significantly lower in other municipalities.

e Families can experience interruptions to their benefit support as a result of either benefit time
limits or administrative procedures. In Latvia, eligibility to the GMI program is recertified every
three months and, before the economic crisis, benefits could be paid for a maximum of nine
consecutive months. As a result recipients can be pushed off benefits relatively quickly so that
benefit spells have typically been short or interrupted. Indeed, administrative data for Riga
shows that a majority of claimants have receive benefits for less than 12 months, and many of
them may experience spells of very low incomes as a result of payment interruptions (World
Bank 2013).

More generally, while Figure 4 shows income levels for families actually receiving these safety-net
benefits, social safety nets do in fact reach only a small proportion of the low-income population.
For instance, household budget surveys indicate that 12.5 percent of the poorest quintile in Latvia
(the bottom fifth of the population in terms of consumption expenditure) receive the GMI or cash
housing benefits®. This is substantially lower than pre-crisis coverage rates in many countries in
the Europe and Central Asia region (Figure 5). Studies on benefit take-up regularly find very high
non-take-up rates for means-tested benefits in the order of 40 percent or more, meaning that
almost half of those entitled to these benefits actually receive them (Bargain et al., 2011; Hernanz
et al., 2004).

® Staff calculations based on Latvia 2010 HBS. Households are ranked on the basis of per capita consumption
pre all social assistance transfers.
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Box 1: Housing benefits in Latvia

Housing benefits for rented accommodation are provided by local governments and can be received in
cash or in kind. Since both housing costs and eligibility rules vary geographically, benefit coverage and
benefit amounts vary substantially across municipalities (as an illustration, see below the rules for
Riga). Administrative data show that, in some municipalities very few families receive housing benefits
while, in others, the number of families receiving housing benefits is higher than the number claiming
the GMI. For the country as a whole, estimates based on household budget survey data for 2010
indicate that almost 50 percent of those who receive the GMI also receive in-kind housing support
(while as few as 6.5 percent of GMI beneficiaries also receive the cash housing benefit). Clearly
housing benefits are therefore an important income source for a large number of low-income families.

Housing benefit rules in Riga

Housing benefits are granted and paid by social services of Riga for the place of residence declared by
the claimant, where claimant is actually living. There are different kinds of payment (payments to public
utility services, fire wood charges etc.) covered by housing benefit. The municipality has the right to
grant an increased amount of housing benefit to state pension receivers, recipients of state social
security benefit and families with minors. Housing benefit is estimated as a difference between the GMI
level set by Riga municipality (GMI*) for assistance claimant and the amount of consumption standards
of living space and public utility service and total income of the assistance claimant:

P=GMI"+K-1

where P equals the amount of housing benefit; GMI* equals the level of guaranteed minimum income
set by Riga municipality for the assistance claimant; K equals the consumption cost of living space and
public utility service (limit for actual costs); | equals the income of assistance claimants (including the
benefit received in the respective month to ensure the GMI level). The average income of the claimant
in the last three months must not exceed LVL 250 per month for a separately living person and 200
LVL per month per person per household. Housing benefit is calculated and paid each month.

Source: OECD Benefits and Wages.
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Figure 4: GMI recipients with no other incomes are at high risk of poverty

Benefit levels, % of median equivalized household disposable income in 2010
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Notes: At-risk-of-poverty thresholds are those used by Eurostat (60 percent of median equivalized household income).

Sources: OECD/EU Tax and benefits indicators database.
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Figure 5: Coverage of the poor by main poverty targeted social assistance programs in ECA,
various years
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Note: For Latvia, national consumption aggregate is used while for the rest of countries a standardized welfare aggregate
developed by World Bank's ECAPOV team is used. Estimates for the GMI program include housing benefit in cash due to small
sample size.

Source: Europe and Central Asia Social Protection database. Staff calculations based on national household survey data.

2.3 A detailed look at the situation of different types of benefit recipient

This section takes a closer look at the benefit provisions for different family situations in Latvia (see
Figure 6). Clearly, different low-income households fare quite differently under the current benefit
system in Latvia. In 2010, a Latvian family with two children and no other income sources received
GMI benefits at a level that put it less than 30 percent of median household income, or just under half
of Eurostat’s “at-risk-of-poverty” line. Family benefits contribute only a small additional income
supplement. For families entitled to housing benefits, total income was higher at just under 50 percent
of median household incomes — but still well below the Eurostat poverty threshold.

Benefits are much less generous for single individuals, both in absolute terms and in international
comparison. Relative to the at-risk-of-poverty threshold, the Latvian GMI benefit for single-person
households is the fourth-lowest in the EU. The amount of GMI alone reaches less than one fourth of
the poverty threshold, which would be likely to leave recipients in deep poverty by most standards.
Single individuals entitled to both housing benefits and GMI and no other income sources have
incomes just over one half of the Eurostat poverty threshold.

Interestingly, while single-person households show the least generous benefit amounts relative to the
Eurostat poverty threshold, benefits for singles are approximately in line with the Latvia’s “needy” line.
This national threshold is not an official poverty line, but is instead used for determining eligibility for
certain services and benefits targeted to the poor.” The very significant divergence between the
“needy” line and the commonly used poverty threshold suggests a need for a broad debate about the
adequacy of minimum-income support, and the mechanisms used to determine both eligibility and
benefit amounts.

°In 2010, the “needy" threshold corresponds to a per capita income of 90 LVL per month.
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Figure 6: Minimum-income benefits: Maximum entitlements for different family types

Benefit levels, % of median equivalized household disposable income in 2010
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Sources: Authors’ calculations using OECD tax-benefit models. Poverty thresholds are those used by Eurostat (60 percent of
median equivalized household income), There is no official poverty line in Latvia, but the "needy" threshold corresponds to a
per capita income of 90 LVL per month.

2.4 Who are the “gainers” and “losers” of recent tax-benefit reforms?

Recent international studies have shown that tax and benefit policies have played a major role in
either slowing or accelerating the well documented trend towards widening income inequalities
(OECD, 2011a). In most countries, changes in the effectiveness of government redistribution were
driven mainly by the benefit system.

To examine the impact of policy changes on family incomes and inequality in Latvia, we follow
Immervoll and Richardson (2011) who use model calculations similar to those used in Sections 2.2
and 2.3 above in order to evaluate how recent reforms have affected the incomes of different model
families at various earnings levels. The advantage of this simulation approach is that it can hold
“everything else” constant (unemployment levels, market-income inequality, household composition,
etc.), and hence focus on the role of policy changes alone. For instance, it can show whether families
at the bottom, middle and top of the income distribution are now better or worse off than they would
have been with unchanged policies. This way of comparing the net effect of redistribution systems
between different periods permits pin-pointing “gainers” and “losers” of policy reforms.

Importantly, changes in tax burdens and benefit entitlements do not only result from policy action;
they can also occur if policies are not adjusted. For instance, since income taxes increase at higher
income levels, increasing earnings will result in higher tax revenues (this effect is often referred to as
“fiscal drag”) and will change the extent of redistribution that income taxes achieve. An analogous
effect in reverse direction exists for income-tested or earnings-related benefits. In a typical
progressive tax-benefit system, rising nominal earnings levels will therefore result in lower net benefits
(lower benefits and higher taxes) unless all relevant policy parameters (such as tax-band limits,
benefit amounts, income limits) are regularly adjusted in line with earnings growth. In other words,
rising average earnings levels lead to “automatic” changes in redistribution mechanisms, if no
compensating policy action is taken (OECD, 2008).

When quantifying the effects of policy action (or inaction) on family incomes, we therefore compare
the amount of net benefits that a family receives with the net benefits they would have received had
previous policies remained in place and been simply adjusted for earnings growth. Put differently, we
classify “gainers” and “losers” using an earnings-indexed tax-benefit system as our baseline or
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comparisons. For instance, if the income tax paid by an average earner increased by 10 LVL between
year X and year Y, while it would have increased by 15 LVL in an earnings-indexed tax system, then
the gain of this individual resulting from income tax changes between the two years would be 5 LVL.
Similarly, if a family received benefits of 100 in both year X and year Y, and average earnings had
increased by 10 percent over the period, then the loss of this individual resulting from the failure to
index benefits to earnings would be 10 LVL.

The analysis that follows presents changes in net benefits since 2005. We use a graphical format to
summarize the resulting income changes and express them as a percentage of families’ net (or
disposable) income. Figure 7 below shows these gains and losses for a broad earnings range (zero to
200 percent of the average full-time wage). Figure 7 below shows these gains or losses during
three recent periods:

e pre-crisis (2005 to 2008),
e crisis (2008 to 2010), and
e Post-crisis (2010 to 2012).

The sum of the three is the overall effect on family income of all relevant tax-benefit policy changes
between 2005 and 2010 combined, and is shown as a solid blue line.

For example, if policy changes between 2005 and 2010 had either boosted or reduced everyone’s
disposable income in a given earnings range by the same proportion, this would show up as a
horizontal line and would indicate that these changes had no impact on inequality in this earnings
range. Downwards sloping lines are indicative of progressive changes that would redistribute from
higher to lower incomes. This would narrow income differences and result in reduced inequality.
Conversely, upwards sloping lines indicate regressive policy changes that have reduced income
redistribution and would therefore widen income inequalities.

There have been a number of significant policy changes over the period (see Box 2). As explained
above, in addition to discrete legislative policy changes, the extent or lack of regular adjustments will
also affect the assessment of “gainers” and “losers”. Over the period 2005 to 2008, average full-time
wages in Latvia have grown by 93 percent. To keep relative incomes unchanged over this period,
without either gainers or losers, benefit amounts and tax parameters (such as tax brackets,
allowances and credits) would have had to go up by the same proportion. In fact, a number of policy
parameters were adjusted only infrequently, or at rates considerably below wage growth.

As a result low-income households have seen income gaps grow relative to average earners. In other
words, their benefit entitlements did not keep up with earnings growth and, hence, their incomes fell
further behind relative to an average earner (Figure 7). These losses can be observed for all four
family types shown (single person, single parent with 2 children, one-earner couple and one-earner
couple with 2 children). Families which children — single parents and one earner couples - have
suffered the largest relative losses, with their net incomes falling by as much as a quarter. Those who
are not dependent on benefits have seen income gains as a result of tax reductions.’ For instance, in
2005, net incomes of low-income single parent households with 2 children were equivalent to almost
60 percent of the average wage in that year. In 2008, however, net incomes of such households were
just slightly higher than 45 percent of the average wage.

During the crisis (2008-2010), some of these losses were reversed as certain benefit provisions were
made more generous, while earnings growth slowed or reversed. However, while the government
introduced several measures to counteract the impact of the crisis (see Box 2), families with children
did not benefit to the same extent as childless singles and couples. Lone parent households saw their
benefit levels fall further as a result of elimination of special benefit levels which existed prior to the

% Even though personal income tax remained the same between 2005 and 2008, the amounts of tax-free
allowances increased by 150 percent during this period.
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crisis in the City of Riga'' (see Table A4). For single parents the GMI rates went down from 48 LVL
per month to 40, and for children in such families the rate went down from 48 LVL to 45. Higher taxes
led to losses for families whose earnings make them ineligible for GMI and housing benefits (e.g.,
childless couples with total earnings above the minimum wage, and childless singles with earnings of
2/3 of the minimum wage or more).

Between 2010 and 2012, net benefits fell for all family types. But changes were comparatively small
and driven by a lack of benefit adjustments, rather than by specific legislative policy initiatives.

Over the 2005 to 2012 period as a whole, the combined effects of pre-crisis, crisis and post-crisis
policy was a significant reduction in net benefits for all family types and at all earnings levels. Low-
earning families with children saw the greatest reduction in net benefits. For childless families, losses
were both less sizable and more equally distributed across the earnings range. When interpreting
these results, it is, once again, important to emphasize that they capture only the effects of taxes and
transfers. Families who also suffered drops in their earned income will have experienced far greater
income losses.

Figure 7: Changes in net incomes for different household types (2005-2012)
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" When program rules or benefit levels can vary within a country, a “representative” region is used in the OECD
tax-benefit model. Since in Latvia the GMI program benefit levels can vary by municipalities, the rules applicable
to the City of Riga are used.
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Couple (no children)
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Notes: Gross earnings are in percent of the average full-time wage in the private sector. In the European Union, two thirds of
the median wage is frequently used as a “low-wage” cut-off and the graph therefore highlights this point in the earnings
distribution alongside the minimum wage and the 10", 50" and 90" percentile. Income changes are shown relative to tax and
benefit policies of the base year indexed for earnings growth. Calculations relate to families who do not receive any
unemployment or social insurance benefits. Instead, and subject to relevant income limits, they may be entitled to means-
tested assistance benefits. Children are assumed to be aged 4 and 6. See text for details.

Sources: Authors’ calculations using OECD tax-benefit models. Earnings distribution data for full-time wage earners are taken
from Eurostat.
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Box 2: Main changes to social benefits in Latvia during and after the crisis
Family State Benefit

On July 1, 2009, the Family State Benefit amount was limited to 8 LVL per child regardless of the
number of children in a family (previously, it ranged up to 14.40 LVL per 4 and more children). This
was initially a temporary measure set to expire on December 31, 2012. However, currently
differentiation is being planned to resume only starting January 1, 2015. Additionally, since May 2010,
the benefit is only awarded when the child is at least one year old.

GMI program

In response to the crisis and increasing need for income support, the Government increased GMI
benefit duration. Before July 2009, the total duration GMI benefit could not exceed nine months in a
calendar year.1 Starting from July 2009, amendments were made in the Law on Social Services and
Social Assistance and these restrictions were abolished. Additionally, since December 2009 the GMI
benefit was increased from 37 LVL per person to 40 LVL per person for adults and 45 LVL for children
under 182, Previously applied maximum amount of the GMI benefit per family (135 LVL per month) was
also abolished. Along with co-financing by the Central government, these adjustments allowed for the
program to expand in light of increasing demand, although with some delay (Isik-Dikmelik 2012).

At the same time, however, a number of changes were made to the income test to limit the budgetary
impact. In particular, starting from December 2009, Family State benefit which for a time (since
October 2008) did not count in the income test for the GMI benefit, was again included as income for
the purposes of calculating the GMI benefit amount.?

Social insurance benefits

The Government also implemented several policy changes in the area of social insurance benefits. As
mentioned above, unemployment insurance duration has been extended for all unemployed regardless
of contribution history. At the same time, some measures were introduced to cap earning-related
benefits for high wage earners. In November 2010, a new cap on the benefit amount for several
insurance benefits was introduced. Specifically, if a daily benefit amount for maternity, paternity and
parental benefits exceeds 11.51LVL, the difference between awarded benefit (equal to 80%, 80% and
70% of average contribution wage, respectively) and 11.51 LVL is paid at 50 percent.

The same cap from January 1, 2010, was applied to the unemployment benefit and sickness benefit.
This measure was set to expire at the end of December 2014. But from January 1, 2013, till December
31, 2014 a daily benefit amount for maternity, paternity and parental benefits exceeds 23.02 LVL, the
difference between awarded benefit (equal to 80%, 80% and 70% of average contribution wage,
respectively) and 23.02 LVL is paid at 50 percent.

Notes: ' The benefitis granted for 3 months and is renewable after that.

2 Municipalities are allowed to determine the level of GMI for persons, receiving old-age pension or
disability pension, but not below 40 LVL and not above 90 LVL per month.

In January 2012, the scope of income disregards was further reduced by including the following benefits
in the income test: child care benefit and supplements, the first 50 LVL from the parental benefit and
supplement to parental benefits for multiple births, unemployment fellowship training.

Source: OECD Benefits and Wages, Ministry of Welfare.

3 Work disincentives and their consequences

How to strike a balance between public support and encouraging adaptability and self-sufficiency is
one of the most crucial questions in social and labor-market policy. After a deep recession, the stakes
are especially high and the persisting labor market weakness has brought new urgency to the search
for effective support for those without a job, and for those making the transition back to work.

While there is clearly a much greater demand for income support, concerns about insufficient work or
job-search incentives may also become more pressing as lengthening out-of-work spells weaken the
earnings potential of jobseekers. For instance, youth and new labor-market entrants are typically
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found to command much lower entry wages during a recession.'? Regardless of age, long-term
unemployed typically see their earnings potential decline through a combination of discouragement
and depreciating human capital. Reduced earnings prospects could lead to jobseekers reducing their
job-search efforts, and possibly to a vicious cycle of deteriorating earnings potential and lengthening
jobless spells.

The comparatively low benefit levels that were shown for Latvia in the previous section suggest that
income support measures create significantly fewer problems in terms of work incentives than in other
countries. This section will take a closer look at this question. It first discusses evidence on the effects
of work incentives on employment outcomes. A second part then examines financial incentives for
different population groups and for different types of employment.

3.1 How important are financial (dis)incentives for employment outcomes?

Even though results are not available for all countries, there exists a broad agreement among labor
economists about the responsiveness of people's employment decisions to financial work incentives
(such as the net income gain of working one hour more or of working at all)."> Among the main
findings are the following:

¢ Financial incentives affect the total amount of work and earnings mainly through the decision
of whether or not to work at all.

e Changes in the number of hours worked for those already in employment (e.g., as a result of
tax increases or benefit losses that result from earning a little bit more) are less sizeable;

e Low-income groups and lone parents react more strongly to financial incentives; and

e Labor supply is more responsive (or "elastic") for women than for men.

These results are important when considering the potential economic cost of reforming out-of-work
support programs, and for deciding how best to target so-called “make-work-pay” policies. For
instance, for a given amount spent on in-work benefits, targeting these resources on women and low-
income groups, especially when children are present, is likely to create the biggest payoff in terms of
stronger employment and higher earnings.

But while some general patterns emerge from the international evidence, it is notable that findings
often differ substantially across countries. For instance, one of the few available cross-country
empirical studies reports that observed employment outcomes of single women in Hungary and
Poland are only about 1/4 as responsive to financial incentives as in Ireland and the United Kingdom
(Bargain and Peichl, 2011). Apart from differences related to data and measurement, one important
explanation for large country differences is that incentives may have limited relevance for observed
employment outcomes if other barriers prevent people from adjusting their labor-market status or
working hours. For instance, when involuntary unemployment is high during a downturn, many
individuals who want to work cannot find a suitable job. Frictions in the labor market (e.g., due to
poorly functioning public employment services or skills mismatches) can have similar effects. On the
other hand, policies that tie benefit receipt to job-search or active participation in active labor market
programs (ALMPs) can help to avoid negative employment effects that would otherwise result from
unconditional out-of-work benefits.

Given the present study’s focus on long-term unemployment, a particularly relevant question is the
effect of income support on out-of-work durations. Although measurement approaches' and findings

12 Oreopoulos et al. (2006); Kahn (2010).
A survey of results from around 40 studies is provided by Evers et al. (2008) and Immervoll et al. (2007).

" For instance, most studies measure benefit levels in terms of gross replacement rates instead of the
conceptually correct net replacement rates shown in Table 1 and Figure 3 above.
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differ, there is a consensus that more generous benefits do lead to a measurable lengthening of
jobless spells for the individual concerned.' This is true whether changes are due to benefit levels
(replacement rates) or benefit durations.

Many studies find modest to moderate effects, however."® Importantly, greater changes in generosity
create disproportionately stronger effects, both theoretically and empirically.” This may be one
reason why studies in countries with more generous unemployment compensation, such as the
Nordic countries, frequently find stronger incentive effects of changes in benefit generosity.'® It also
implies that increasing benefits from a low base, or introducing modest benefits for unemployed who
are currently not covered at all, is likely to produce only fairly mild adverse effects on job finding rates.

In summary, more generous benefits do lengthen out-of-work spells for benefit recipients. Effect sizes
are often small, however, and need to be weighed against the objectives of providing adequate
income security for job losers. Importantly, and as discussed in Box 3, there are a number of reasons
why lower job-finding rates among benefit recipients should not be expected to translate directly into
changes in economy-wide unemployment of a similar magnitude—especially in countries where out-
of-work support is currently limited and benefit durations are short.

3.1.1 Work disincentives are unlikely to be the main employment barrier after a deep
recession

Most of the costs and benefits of unemployment compensation can be expected to vary over the
economic cycle. In the current economic context, the design of out-of-work support during periods of
persistent labor-market weakness is a crucial issue from a policy perspective and many countries
have, indeed, embarked on reforms in the past three to four years.

For instance, several countries have increased benefit amounts or maximum benefit durations (e.g.,
Canada, Iceland, Latvia, Luxembourg, Portugal, Slovenia, Romania and the United States), either as
a temporary crisis measure, or as part of structural reform packages. Other countries have instead cut
benefit levels (e.g., Croatia, Lithuania), shortened benefit durations (e.g., Denmark), or both (Ireland).
Latvia has capped benefit levels for high-income workers and extended durations for those with
shorter employment histories. The Czech Republic has increased benefits but cut durations™.

There are good social as well as economic arguments for modifying benefit provisions when labor-
market conditions change substantially. It is clear that there is a greater need for unemployment
support when job losses mount and labor markets remain slack for extended periods. With reduced
job-finding rates, a given job-seeker remains unemployed for longer periods of time. Extending benefit
durations can therefore help to ensure that unemployment compensation systems (i) continue to
facilitate a reasonable match between jobseeker and vacancies, and (ii) provide effective income
support during the jobless spell.

But since more generous benefits reduce job-finding rates, do such adjustments lead to a significant
worsening of labor-market outcomes that would further exacerbate labor-market problems and delay
a recovery? Recent research in the United States and in Europe provides useful pointers for thinking
about this question (Landais et al., 2010; Schmieder et al., 2012). According to those studies, the
adverse effect of benefit generosity on individual job-search is indeed about the same in recessions
and in booms. But, importantly, the intensity of job-search makes, in fact, less of a difference to

® See Krueger and Meyer (2002) for a survey of early studies.

'® For instance, in a well-known study of a large policy change in Austria, Lalive et al. (2006) find that increasing
benefit levels (as measured by the gross replacement rate) from 41 percent to 47 percent (an increase of 15
percent) lengthens expected out-of-work durations by 0.4 weeks (from 20.6 to 21.0 weeks, an increase of 2
percent). In percentage terms, the effect of extending maximum benefit durations is in the same order of
magnitude (e.g., plus 0.8 weeks for an extension of the benefit duration of 9 weeks, or 30 percent).

" For instance, in the Austrian study, a 22 week extension of the maximum benefit added almost 6 weeks to the
expected jobless spell.

'® Rged, K. and Zhang (2003), Carling et al. (2001).
1% See OECD (2009; 2011b) and European Commission (2011).
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employment outcomes when there are long queues of job-seekers and a much-reduced number of
vacancies. This argument says that aggregate unemployment is less sensitive to changes in benefit
generosity when labor markets are weak.?’ In countries where this is the case, the efficiency costs of
providing support would then be no greater (and perhaps smaller) in recessions. At the same time,
the need for benefit support is greater, so the cost/benefit ratio of unemployment support would be
more attractive when unemployment is high.

Box 3. What do longer jobless spells mean for overall labor market performance?

There are a number of reasons why lower job-finding rates among benefit recipients should not be expected
to translate directly into changes in economy-wide unemployment of a similar magnitude — especially in
countries where out-of-work support is currently limited and benefit durations are short. The most obvious
reason is that many unemployed in fact do not receive benefits, as is the case in Latvia. As a result, their job
search behaviour is not immediately affected by more generous benefits. Making unemployment support
more generous can in fact strengthen work incentives for jobseekers who do not qualify (because they have
more to gain from seeking to qualify for benefits in possible future unemployment spells, Holmlund, 1998).
The potential importance of such an “entitlement effect” is stronger when benefit coverage is low.

Second, and related, greater benefit generosity may to some extent affect the composition, rather than the
level of unemployment: “Suppose for example that [...] we observe that persons with higher benefits exit
unemployment more slowly. This does not necessarily mean that aggregate unemployment is higher since
the refusal of jobs by one group may lead to the work being offered to others. In other words it is the
composition of unemployment which is altered.” (Atkinson and Mickelwright, 1991, p.1710). Again, this
“composition effect” is more likely to be sizeable in countries where benefit coverage is low.

Third, although long-term unemployment is very costly and clearly damages future career prospects, there is
evidence that unemployment benefits improve job quality by allowing jobseekers more time to actively search
for a good match with available job offers (indeed, this one of the main rationales for providing unemployment
compensation). Recent studies show that reducing job mismatch can substantially improve employment
stability and other employment outcomes, such as future wages.?

It is therefore important to keep in mind that studies on incentives and jobless spells, such as the results from
Austria given in footnotes 14 and 15 above, focus on the effects of unemployment benefits on the job search
of benefit recipients; they do not capture effects on the employment behaviour of those not covered by
benefits, or the effects of a reduced inflow into unemployment due to, say, greater employment stability. While
the extents of “composition” and “entitiement” effect are rarely examined explicitly, there is indeed some
evidence that effects of benefit generosity on aggregate unemployment are smaller than effects on the
behaviour of individual benefit recipients (Landais et al., 2010).

More fundamentally, any adverse effect of benefit generosity on unemployment duration has to be weighed
against the objectives of providing unemployment benefits in the first place, namely, their function as an
automatic stabiliser, and the insurance value of “smoothing” consumption and sharing unemployment risks
across a large number of workers.

@ Centeno (2004), Petrongolo (2009), Tatsiramos (2010), Caliendo et al. (2012).

% Landais et al. (2010) cite evidence for this for the United States and the United Kingdom. A more recent US
study provides a thorough review of factors contributing to persistent labour-market slack and finds that the very
sizeable extension of unemployment insurance has had a very modest impact on unemployment rates
(Rothstein, 2012). It is worth noting that a finding of more sizeable effects on measured unemployment does not
necessarily point to an equally large reduction in job-search intensity. Instead, part of the increase in
unemployment can be due to the continued job search by individuals who would have dropped out of the labor
force had benefit durations not been extended.
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3.2 Does the current tax-benefit system “make work pay” ?

In Latvia, the combination of relatively short duration of unemployment insurance benefits, even after
the extension to 9 months,?’ relatively low unemployment benefit coverage, and the lack of a follow-
up unemployment assistance, make it unlikely that current levels of unemployment compensation
present a major work incentive issue. When unemployment durations increase after a major
downturn, the less time-limited means-tested social assistance and housing benefits take on a more
central role as out-of-work support. This section therefore discusses work incentives with a particular
focus on those entitled to these means-tested benefits

To analyze financial work incentives we use the so-called “budget constraints,” which provide an in-
depth view on the features of tax-benefit systems.22 By plotting net incomes on gross income
components, one can compare net transfers (benefits minus taxes) across household types. These
graphs are also useful to analyze the composition of net household incomes. This is done by
disaggregating household net income in order to indicate the impact of each individual tax and benefit
instrument. Net incomes as well as its components are shown for levels of gross earnings ranging
from 0 to 200 percent of average worker wages (AW).

Gross earnings, last-resort social assistance, housing benefits and family benefits are shown as
positive income components above the horizontal axis while income tax and own social security
contributions reduce net income and are therefore shown as negative components below the
horizontal axis. Marginal effective tax rate (METR), or the rate at which any additional gross earnings
are “taxed away” by the combined effects of taxes and benefit withdrawals, can be seen by comparing
the slope of the budget constraint to that of the gross income line®.

The budget constraint graphs therefore can also be used as an illustration of marginal effective tax
rates. If a small increase in gross earnings results in no change in net income, the net income line is
horizontal indicating that the entire earnings increase is absorbed by higher taxes and lower benefits
(the METR is 100 percent). On the other hand, a net income line that is parallel to gross earnings
means that the full amount of additional gross earnings adds to net income (the METR is zero). Any
downward sloping portions of the net income line indicate situations where additional earnings imply
falling net incomes, which correspond to METRs in excess of 100 percent. The distance between net
and gross incomes indicates the size of effective tax burdens. Where net incomes exceed gross
earnings, the family receives more benefits than it pays in taxes. Where the two lines cross, total
benefits equal total taxes (and the effective tax burden is zero).

3.2.1 Means-tested benefit recipients face high marginal effective tax rates

In Latvia, the GMI benefit and the housing benefit are designed with a 100 percent marginal effective
tax rate on earnings, i.e. the benefits decrease by 1 lat for each additional lat earned. As a result, on
earnings ranges where households are eligible for either or both of these benefits, earners face an
METR of 100 percent (Figure 8, right axis). Such a design could contribute to the so called low-wage
traps, when it does not pay off for low-wage earners to increase working hours or move to marginally
higher paid employment if all additional earnings are “taxed away”. ** Subsequent to that, the METR
is determined by a combined burden of income taxes and social security contributions, both of which
amount to approximately 33 percent.?

2 Made permanent from January 1, 2013, for all unemployment benefit recipients.
% OECD (2007).

z Technically, the METR is defined as (1 — Ane/Age) where Ane is equal to the change in net earnings, and Age
is the change in gross earnings experienced by the household.

24 See Table A5 for METRSs for average of marginal effective tax rate at different wage levels.

25 . . . _—
Tax rate (income tax and social security contributions) after any tax-free allowances.
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Figure 8: Budget constraints for different household types in Latvia, 2012
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One-earner-couple without children, not eligible for Ul benefits
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3.2.2. Financial incentives to take up employment can be improved for low-wage earners

Participation tax rates, also known as the inactivity trap, measure the part of additional gross wage
that is taxed away in the case where an inactive person (not entitled to receive unemployment
benefits but eligible for income-tested social assistance) takes up a job. In other words, this indicator
measures the financial incentives to move from inactivity and social assistance to employment.

Figures 9 and 10 show participation tax rates for Latvia compared to other OECD countries for
different household types. Participation tax rates are particularly high in Latvia for low wage earners
(at 33 percent of average wage). For all considered household types, with the exception of singles,
average effective tax rate (AETR) for taking up a low paying job is 100 percent. However, even for
higher paying jobs (such as those at 67 percent of average wage), METR is as high as 80 for some
household types.

However, these calculations assume that in an out-of-work situation, households received minimum-
income support and the housing benefit. In practice, coverage of these programs is very low. Besides
income, these programs could have other criteria, which not all low-income households may be able
to meet (such as asset tests). Hence, these participation tax rates apply only to those who are
beneficiaries of social assistance (GMI and housing benefit).

Figure 10 illustrates that for those who received social assistance benefits, the participation tax rate is
primarily driven by withdrawal of these benefits. At higher earnings levels, social security and
contributions play a bigger role contributing a larger share to the overall participation tax rate.

Hence, the design of social assistance benefits could be improved to increase incentives to take up
low paid jobs. These can be accomplished through an introduction of income disregards, whereby
some earnings are not taken into account for the purposes of calculating the GMI benefit and the
housing benefit (see Table A1 for examples in other countries) or “back to work” bonuses or other in-
work benefits (discussed in Section 4).

Furthermore, another potential implication of high participation tax rates is that for certain groups of
population, such as low wage earners, it may not pay off to take a formal job, while it may be
beneficial to combine social assistance with some unreported earnings. This issue is discussed in the
next section.
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Figure 9: Participation tax rate (average effective tax rates) in 2011
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One-earner couple, without children
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Figure 10: Decomposition of participation tax rate in Latvia in 2011 by source
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3.2.2 Financial incentives considering non-reporting and under-reporting

Informality presents a serious issue for policymakers in Latvia. One of the prevailing concerns is that it
is possible to combine out-of-work income support with informal earnings, hence undermining
incentives to take a formal job. Another concern is that a significant share of employees under-report

incomes by being officially paid a minimum wage while receiving additional “envelope wages, i.e.
cash payments unreported to tax or social security authorities.
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The extent of informality in Latvia is hotly debated and estimates based on different methodology and
data produce different results. Hazans (2011) estimates that only about 5 percent of all employees
work without a contract in Latvia, while the share of informality among the self-employed is much
higher. Two thirds of those defined self-employed can be characterized as informal, i.e. those self-
employed who employ less than 5 workers and those who don’t work independently in professional
occupations (such as doctors, lawyers, and other professionals). Even taking into account that as
many as two thirds of self-employed work without a contract and those who are unpaid family
workers, overall share of informal workers in Latvia is estimated at only about 10 percent.?® Based on
a special 2007 Eurobarometer,?’ self-reported estimates of undeclared work are 15 percent
(European Commission, 2007). The extent and degree of underreporting is even more difficult to
capture. Among dependent employees 17 percent admitted to having received “envelope wages”
(European Commission, 2007).

Causes of informality are complicated and have been studied extensively. Koettl et al. (2012) provide
a detailed study of informality in EU new member states, including Latvia. The extent to which
taxation and design of social benefits contribute to informality is also subject to debate. Koettl and
Weber (2012) use a measure of financial incentives to take up formal jobs—formalization tax rate
(FTR). FTR incorporates both the effects of taxation and withdrawal of any benefits which those who
are informally employed may be receiving and which they may have to give up should they take a
formal job. They find that for low wage earners, for whom opportunity cost of formal work is highest, a
1 percentage point increase in the FTR increases the probability of being informal by 2.2 percent.

It is, therefore, important to factor in the possibility of informal work and under-reporting when
considering financial incentives to work. Specifically, when one assumes that people can under-report
a certain amount of earnings, this actually would increase financial incentives to take up jobs relative
to the situation when all earnings are reported. For instance, if a single person receiving the GMI and
the housing benefits takes a formal minimum wage job, they will only be able to gain approximately 25
percent of their gross earnings, since the rest will be “taxed away” through taxes and social
contribution, but most importantly through withdrawal of the social benefits. However, if a person can
receive a certain additional amount of earnings informally, their expected gain from taking such a job
would be higher by the same percentage as they share of informal earnings (i.e. if METR is 75
percent, it would be 65 percent if 10 percent of gross formal earnings is not reported).

The possibility of under-reporting also alleviates the extent to which it may not pay off to those who
can receive social assistance while working informally to take up formal jobs. For example, if a single
person can receive social assistance while working informally and receiving an equivalent of gross
minimum wage in an “envelope”, they would have no financial incentive to move to a formal minimum
wage. In this situation, they actually stand to lose, because not only their earnings would be taxed and
would be subject to social security contributions, but they also would lose any social assistance
benefits they were eligible (or the amount would decrease significantly). However, if we also assume
that those who work informally also tend to under-report while being employed formally (and vice
versa), they would stand to gain more from moving to a formal job.

It is important to keep in mind that possibility to combine informal work and social assistance benefits
in Latvia can be quite limited given the low coverage of these benefits. Additionally, low benefit
generosity also undermines the attractiveness of this option given that applying for and qualifying for
benefits imposes costs on applicants (costs related to applying for benefits, which increase with
frequency of recertification,”® any participation requirements on the part of the claimants).

While it is not possible to perfectly capture informal status using household survey data, available
estimates show that incidence of these benefits among informal workers in Latvia is quite low. For

% Estimates based on European Social Survey data fielded in Latvia during second quarter of 2009. See Hazans
(2011).

z Survey fielded in May-June 2007.

B Latvia, recertification for the GMI program and social assistance benefits is every 3 months.
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instance, among all informal employees29 only about 7 percent received the GMI benefit and less than
12 percent received the housing benefit in 2010.%° Conversely, only 19.3 percent of GMI beneficiaries
of working age (19 to 64 years of age) and 12.5 percent of those receiving the housing benefit could
be classified as informal employees.

Among self-employed (since they tend to be informal®"), the incidence of these transfers is much
lower. Only 2.7 percent of self-employed received the GMI and 4.4 percent received the housing
benefit in 2010. Self-employed are also not more likely to be among the beneficiaries of these
benefits, as only about 5 percent of GMI beneficiaries of working age were self-employed (and 3.4
percent of the housing benefit recipients).

Hence, the share of population for whom there could be significant financial disincentives to taking up
formal jobs (as well as any jobs) is relatively small. Nevertheless, to mitigate financial work
disincentives as well as provide additional income support for low wage earners, most developed
countries implemented certain policies to “make work pay,” which include in-work benefits such as
tax-credits, as well as redesigned their social assistance benefits to encourage beneficiaries to take
low-paid jobs and connect them with the labor market. These policies and their appropriateness given
Latvian context are discussed next.

4 “Make Work pay” policies: Rationale and policy
approaches

4.1.1 What do OECD countries do?

The twin objectives of supporting the living standards of low-income families and encouraging
economic self-sufficiency can be in conflict with one another, so trade-offs have to be made. OECD
countries have increasingly introduced measures aimed at improving the terms of this trade-off by
accentuating financial work incentives while maintaining adequate support for those with no or very
low earnings. Design features of so-called “make-work-pay” policies that seek to ensure incentive
compatibility of social protection measures can take different forms and practically all OECD countries
operate such policies of one form or another.

For instance, most countries operate gradual benefit phase-outs for individuals who manage to earn
only limited amounts (e.g., by working a few hours while looking for a higher-paying job). Disregarding
a certain part of earnings in relevant income tests, or ignoring marginal working hours in the eligibility
test of out-of-work benefits, can indeed provide strong incentives to supplement benefit income with a
small amount of earnings and to seek or maintain at least some link with the labor market. In a few
countries (e.g., Australia) the specificities of benefit phase-outs were arguably designed to facilitate
non-marginal employment. But often, they do not provide a genuine incentive to increase employment
incomes further; steep benefit phase-outs above “marginal” earnings levels, combined with relatively
high tax or contribution burdens for non-marginal workers can create potential low-wage traps and
concerns that incentives for moving to better-paid jobs can be limited (for instance, OECD
calculations show that the net income of a German single parent is about the same whether she
earns 10% or 66% of the average wage).

Partly to address these problems, an increasing number of countries are considering employment-
conditional (“in-work”) benefits or tax credits that support the incomes of workers in non-marginal

% Defined here as those working age wage employees who don't any reported earnings subject to tax and social
security contributions, those persons whose labor income is mainly in-kind, and unpaid family workers. Using
this definition, the percentage of those with some labor income who work informally, ranges from 7.5 percent in
2008 to 10 percent in 2010, which is largely consistent with other estimates.

30 Source: Latvian SILC 201 1, authors’ calculations.

%" Based on some estimates, as many as 70 percent of self-employed are working informally (Koettl and Weber,
2012).
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employment (Immervoll and Pearson, 2009). A few countries “make work pay” by successfully
keeping employees’ income tax and/or contribution burdens low (most Anglophone countries, Korea,
or the Slovak Republic). But in-work benefits often go beyond that by reducing tax burdens below
zero for some groups (i.e., the benefit or tax credit exceeds tax/contribution burdens)

A large group of OECD countries now operate in-work benefit (IWB) programs that make recurring
payments to a defined group of low-income workers “permanently”, i.e., for as long as other eligibility
conditions are met (e.g., Belgium, Finland, France, Germany, Hungary, lIreland, Korea, the
Netherlands, New Zealand, Sweden, the United Kingdom and the United States). Depending on how
these payments are targeted, they can result in much-improved incentives for non-marginal
employment for some groups, but they can also create problems for others. This is because, in order
to contain costs, in-work benefits are also typically phased out at higher earnings ranges. If these
phase-outs employ income tests that depend on family (rather than individual) incomes then they can
damage work incentives for second earners in particular. To avoid the problems associated with
benefit phase-out, costs can also be contained by making benefits time-limited. “Transitional” IWB
that are paid only for a limited period following new employment in a qualifying job are, for instance,
available in Australia, Belgium, Canada, Ireland, Japan, Korea and the Slovak Republic.

Countries have chosen different types of in-work support tailored to their existing system of taxes and
transfers. Those administering in-work support through the tax system have typically recognized the
need to make tax credits refundable in order to extend support to those with no or little tax liabilities.
Others have chosen to provide in-work support through the family-benefit system. A third possibility is
a targeted offset against social contributions (a “contribution credit”).

4.1.2 Do in-work benefits function as intended?

IWB are attractive because they redistribute to low-income groups while also creating additional work
incentives. But like all social benefits, they have to be financed, which creates additional economic
costs for some. However, because low-income workers tend to be more responsive to financial
incentives than middle or high-income earners, and because the savings from each additional job are
large (out-of-work benefits are no longer payable) the additional tax burdens on higher-income
earners can be much smaller than for other types of transfers or tax reductions. For instance, a study
considering the introduction of a simple in-work benefit in 15 EU Member States suggests that the
cost to taxpayers of redistributing one euro in the form of an IWB can be as low as one euro, implying
an efficiency cost close to zero — a remarkable result in view of the sometimes large efficiency costs
of other redistribution measures (Immervoll et al., 2007).

Yet, studies also indicate that the IWB-type policies are probably much less effective in some
countries. Where wages of targeted groups are low, IWB can make a big difference to in-work
incomes and work incentives. In turn, it is more difficult to achieve a meaningful degree of
redistribution if income differences between these groups are already quite small to begin with: With
smaller income differences between those receiving IWB and those financing them, many recipients
are likely to also pay for the IWB through higher taxes, so that the net redistributive effect is then
limited (the same mechanism also weakens the intended positive effects on work incentives).
Likewise, a given income supplement for those in work can be expected to create limited employment
gains if activity rates of the relevant groups are already high.

Studies looking at the employment impact of IWB have tended to find that they can be effective at
raising employment rates among the target group, but that their effect on aggregate employment is
small. Effective targeting of IWB support is therefore key for maximizing the return on government
spending in this area—not only in terms of the direct redistribution that IWB achieve, but also in terms
of their beneficial effect on employment.

In combination, these observations suggest a number of “framework conditions” that strengthen
the case for targeted in-work support:

e |WB that provide recurring payments to low-income workers (e.g., in the form of family
benefits or refundable tax credits) are a cost-effective redistribution instrument, especially
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where in-work poverty is a problem. The redistributive role of IWB is more limited if they take
the form of short-term or one-off transitional payments (e.g., for those taking up a new job).

o Where low earnings are subject to relatively high labor tax burdens, targeted reductions of
taxes or social contributions are equivalent to IWB and can be a high priority for improving
labor-market performance.

¢ IWB work well when there are significant earnings or income disparities. If distributions are
very compressed (equal) then it is much more difficult (costly) to accentuate work incentives
in a meaningful way, or to create a significant degree of redistribution (IWB are in these cases
either very expensive or largely ineffective).

e Targeting IWB to low-income families can be useful where redistribution to these families is a
primary objective. However, means-testing IWB on family income damages work incentives of
other potential earners in the household, which can be counterproductive in countries where
these incentives are already weak (e.g., because of joint income tax systems or expensive
childcare) or where second-earner employment rates are low. Calculating IWB entitlements
based on individual rather than family incomes can then be preferable.

4.1.3 In-work benefits in the context of non-reporting and underreporting

Ability to identify the target group is a crucial feature of policy design, which helps increase cost-
effectiveness of in-work benefits. In the context of informality and under-reporting, these policies
might not be effective at achieving their objectives. On the one hand, employment conditional benefits
or tax credits could strengthen incentives to take up formal jobs or increase declared income by
increasing pay offs to workers®?. On the other hand, targeting of such benefits could be poor due to
underreporting, as it could even create additional incentives to under-report incomes to maintain
eligibility for such benefits, unless enforcement of formal work is increased at the same time.

If underreporting is prevalent, permanent in-work benefits, such as tax credits, for example, might not
be appropriate and fiscally sustainable. Instead, time-limited “back to work” benefits can be introduced
which target those who are long-term unemployed and social assistance beneficiaries. This would
prevent those currently working from taking advantage of the benefits by increasing share of
unreported income.

The extent of underreporting is very difficult to assess, however, due to a usual lack of instruments in
the survey data to identify reported earnings. Latvia Survey of Income and Living Conditions (SILC)
data links respondents with administrative databases using unique national IDs and has information
on the amount of social security contributions paid by employers. This registry based data allows
estimating a discrepancy between wages as reported by employers and wages reported by survey
respondents. The difficulty stems from the fact that survey responses could also be biased due to
under-reporting, recall issues, rounding up/down and other factors which could lead to differences
between the two values (measurement error). Using maximum likelihood estimation it is possible to
disentangle the measurement error from the actual probability to evade®.

According to these estimates based on 2009-2010 Latvia SILC data, the average probability of
evading tax among registered/formal employees® is about 31 percent, while the average share of
undeclared income is about 10 percent. Those who report earning minimum wage or less are much
more likely to under-report (66 percent versus 23 percent). They also, on average, under-report a

%2 This effect has been found for single fathers in a recent study of United States’ Earned Income Tax Credit
(EITC). Single fathers’ informal-sector participation declines by 7.3 percentage points, conditional on working in
the regular sector, if a state EITC increases by 10 percent of the federal credit. Regular-sector hours worked per
week increase by 4.5 and informal-sector hours per week fall by 2.2 with no significant effect on total hours.
(Gunter, 2012)

%% For details on the methodology, please see Cahu and Strokova (forthcoming).

% Informal employees, i.e. those with earnings but no social security contributions are excluded from this sample.
For them the share of evaded earnings is 100 percent. For more details, please see Cahu & Strokova
(forthcoming).
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significantly higher share of their wages (33 percent versus 5 percent). Among those who are more
likely to under-report (probability of evasion of 70 percent or more corresponding to about 15 percent
of all employees), about two-thirds report earning the minimum wage. Among those who are very
likely to under-report (probability of evasion is 90 percent or more), 75 percent report earning
minimum wage only, however, overall, they only represent 11 percent of all employees. Nevertheless,
those who report minimum wages generally undeclare smaller amounts in absolute terms than those
who report higher wages. In summary, those reporting minimum wages are more likely to be evaders,
but the amounts they evade are generally smaller than those who report wages higher than the
statutory minimum wage.

Inability to target in-work poor given underreporting is particularly challenging, since the problem of in-
work poverty exists in Latvia, especially for households with low work intensity.35 The at-risk-of-
poverty rate is almost 50 percent for low work intensity households without dependent children and
more than 30 percent for household with children. Since these households have some labor market
attachment, employment conditional benefits could be an appropriate policy to raise their incomes,
but if it is not possible to distinguish those who have low wages due to under-reporting and those with
truly low wages, the policy can be very expensive. Indeed, it has been shown that a high spike in the
wage distribution at the minimum wage level is correlated with the extent of underreporting of
earnings in the economy (Tonin, 2011), which is consistent also with our findings above.

Hence, minimum wage policies have to be also carefully considered. In practice, minimum wage is
an important instrument that any in-work benefits are not “pocketed” by employers through lowering
wages and off-setting any effects for intended beneficiaries. But it is generally considered a rather
“blunt” instrument to both i) increase incomes of the low skilled and ii) increase tax compliance. The
design of in-work benefits has to be calibrated with potential interactions with the minimum wage.
Furthermore, given the incidence of under-reporting of wages in Latvia, policies aimed at increasing
tax compliance would need to be pursued simultaneously with any policies targeting in-work poor.

Some instruments which could be used to incentivize employment and provide income support to low
wage earners in Latvian context will be discussed in Section 5.4.

Figure 11: In-work at-risk-of-poverty rate by work intensity of the household (population aged
18 to 59 years)
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Source: Eurostat.

% The indicator persons living in households with low work intensity is defined as the number of persons living in
a household having a work intensity below a threshold set at 0.20.The work intensity of a household is the ratio of
the total number of months that all working-age household members have worked during the income reference
year and the total number of months the same household members theoretically could have worked in the same
period.
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5 Reform options and priorities

5.1 Announced policy changes

In this section we analyze recently implemented or announced reforms to the tax and benefits system.
The impact of the following implemented or announced changes has been considered:

e Guaranteed Minimum Income program: Since January 1, 2013, monthly GMI amount will
be LVL 35 for all persons regardless of age instead of LVL 40 for adults and LVL 45 for
children. Municipalities will be allowed to set a higher level (up to 90 LVL) of GMI for children
provided they have financing. Since January 1, 2013, the GMI program will (as prior to the
crisis) be fully financed from local government budgets.

e Family state benefit: In accordance with the Government decision and based on the report
“On evaluation of social security provisions to come into force in 2013-15” it is envisaged that
the current reduced flat rate monthly amount of LVL 8 will continue to be paid in 2013 and
2014. As of January 1% 2015, it is planned to resume the differentiation of benefit amount
depending on the number of children in the family and to grant the benefit in double amount
for the second child and in a triple amount for the third and each subsequent child.

e Dependents tax allowances: It has been approved that the tax free allowance for all
dependents (children or eligible spouses) will increase by 10 LVL to 80 LVL per month
starting from July 2013.

e Income tax rate reduction: The income tax reduction schedule will be as follows>®: from 25
percent to 24 percent in 2013, 22 percent in 2014, and 20 percent in 2015.

The government also proposes several reforms and adopted a policy change, which are not
considered in the analysis below either because they are special cases, not implemented in the
OECD tax-benefit model (maternity, paternity or parental benefits, child care benefit) or because they
represent a continuation of the current policies (unemployment benefit). These reforms and their
implications are discussed in Box 4.

Additionally, a labor tax reform is being condisered to in order to decrease tax wedge for low wage
earners and strengthen incentives to enter into labour market. The proposal and its potential impact
on work incentives will be discussed in Section 5.3.

5.1 Who are the “gainers” and “losers” of the announced reforms?

Here the same methodology as in Section 2.4 is used, but the analysis is extended to the announced
reforms. Figure 12 shows changes in net incomes by period, as before, with the addition of changes
due to the proposed reforms, by household type, and shows a breakdown of the change between
2012 and proposed reforms by policy (income tax, social assistance benefits and family benefits®’.

Results show that the announced reforms, most of which have already been implemented, are
regressive — both in relation to the situation in 2005 and comparing with 2012. The really low wage
earners (those with annual earnings in the lowest 10 percent of the full-time wage distribution or,
alternatively, those who earn less than the minimum wage) in all household types stand to lose as a
result of the changes. The changes in income taxes are not sufficient to compensate low wage
earners for cuts in social assistance. Moreover, since family benefits count as income in the income
test for the GMI program, any increases in family benefits are absorbed by a corresponding cut in the

% As set in the Law on Personal Income Tax and adopted by the Parliament (Saeima). For the purposes of
simulations, the final income tax rate is assumed (20 percent).

%" For the purposed of these simulations, the average wage is assumed to grow at the same rate as is estimated
for 2012.
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GMI benefit for low income families. Overall, changes in the family benefits are likely to have an
impact on those families with earnings around minimum wage, who are not eligible for social
assistance. The impact of family benefits attenuates with the rise in earnings, as they play a marginal
role for higher wage earners. On the other hand, the biggest gains from an income tax increase are
accrued to those with earnings more than two thirds of median, and particularly, for high wage
earners.

Box 4. Additional proposed, announced or adopted reforms

Maternity, Paternity, Parental benefits

Currently maternity leave lasts for 112 days but can be extended in case of complications or multiple births.
During this period a maternity benefit is being paid at 80% of average social insurance contribution wage of
the beneficiary. Paternity benefit is paid during 10 days to fathers at 80% of their income if they take out this
leave during a 2 month period after the birth. Parental benefit is granted to the employed parents caring for a
child under 1 year of age in the amount of 70% of the average monthly social contribution made, but no less
than 100LVL (starting from 1th January 2013).

On a temporary basis (until December 2012) these benefits were capped. The parents receive a full sum of
the above mentioned benefits, in case the daily amount is lower than or equal to 11.51 LVL. In case the
amount exceeds LVL 11.51, they get only 50 percent of the part of benefit that exceeds 11.51 LVL a day. Itis
decided to increase the ceiling on the amounts starting from 01.01.2013., so that in 2013-14 parents or other
persons who take care about child will receive full sums of benefits lower or equal to LVL 23.02 per day. The
payment of additional 50 percent of the remaining sum will also be continued.

Unemployment benefit

From January 1, 2013, the current unemployment benefit duration of nine months was permanently extended
to all qualifying unemployed. The benefit amount depends on the length of unemployment period:
beneficiaries receive the full amount for the first three months; 75 percent of the full benefit amount in the
following three months, and 50 percent of the full benefit amount for the last three months.

Child care services

More favorable provisions for persons after child care are proposed to be introduced. Currently there is a
proposal to introduce a 50 LVL voucher for a working, studying or involved in ALMPs family with a child from
1-2 years (from September 1, 2013). Starting from January 2013, the amount of Child care benefit for those
unemployed parents, whose children are under 1 year old, was doubled (from LVL 50 to LVL 100 per month).
Similarly, the benefit to parents raising children between the age of 1 and 1.5 (without regard of the parents’
employment status) was increased from LVL 30 to LVL 100 per month.). The benefit for taking care of a child
from the age of 1.5 years to 3 years will remain unchanged at the level of 30 LVL.

Source: Ministry of Welfare.
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Figure 12: Changes in net incomes for different household types (2005-announced reforms)
and decomposition of changes
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% change of net income

Couple (no children)
(% change of net income in base year)

30 | v v
" | |
2 1 ! !
" | |
10
0
|
-10
I | |
L ! 0
" | i
" | |
40 | | 1
0 25 50 75 100 125 150 175 200
Gross Earnings (% of average wage)
2005-2008 s 2008-2010 m— 2010-2012
[ 2012-proposed reforms e ) (005-proposed reforms @» @» © Minimum wage

@ @ o Earnings (p10)

e Two thirds of median earnings essss=== Median earnings

Couple (no children)
(% change of net income in base year)

20 | v v
| | | |
" | |
10 - | |
@ " | I
)
g |
o
0 — T T T T T T T T T T T T
s 0
;I:D
2
[*}
xX

1
1
-10 '
1
)
1

-20
0 25 50 G7r%ss Earningsl&)of averagelv%gge) 150 175
[ Social assistance (GMI + HB) B Income tax
e ssc e 2012-proposed reforms @» @» o Minimum wage

@ @ oEarnings (p10)
e Earnings (p90)

emmmsss Two thirds of median earnings esssss== Median earnings

200

40



Couple (2 children)
(% change of net income in base year)
30
| I | |
20 4
1 !
10
GJ
- ! I
!
= 0
]
c
«
°
% -10
©
K=
=}
R
-20
-30
-40
0 = 50 Grzgs Earnings (}{:ng average v%ggse) 150 175 200
2005-2008 [ 2008-2010 I 2010-2012
[ 2012-proposed reforms e ) 005-proposed reforms @» @» o Minimum wage
@» @» o Earnings (p10) s Two thirds of median earnings ~— esssss=s Median earnings
Earnings (p90)
Couple (2 children)
% change of net income in base year
% ch f net b
20
[ | | |
10 | - !
. " )
]
2 | | |
-
2
% 0
&
c
] |
S !
-10 '
20 | 1
0 2 50 GrZ:'rs’s Earnings (&60 gf average M}gge) 150 175 200
[ Social assistance (GMI + HB) B Income tax
e ssc e )(012-proposed reforms @» e» o Minimum wage
@ Earnings (p10) s Two thirds of median earnings e Median earnings
Earnings (p90)
5.2 Impact of announced reforms on financial incentives to work

The implemented and announced reforms are expected to marginally improve financial incentives to
take up work. Table 1 shows average effective tax rates (participation tax rates) for different family
situations before and after reforms. These indicators decrease in a number of cases, due to the fact
that the decreased benefit entitlements increase the potential gap between out-of-work income and
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in-work income. Additionally, increasing dependent allowances and decreasing tax rates lowers tax
burden and increased take home pay.

It is, unlikely, however that these reforms will significantly improve financial incentives to work, while
they do come at a significant cost to the most vulnerable. As is shown above, net incomes of
households with low earnings are 6 to 10 percent lower than before the reforms. Given the initial low
adequacy, this is a troublesome decrease. Section 5.4 proposes several alternative instruments which
could be adopted to both improve income support and promote employment.

Additionally, the Ministry of Finance is considering a reform to income tax to increase net incomes for
low wage earners and strengthen incentives to enter into labour market. In summary, the proposal will
increase non-taxable amount for minimum wage earners, while leaving it the same or phased out for
workers earning above the minimum wage. Simultaneously, the minimum wage would be increased,
however, with the idea of increasing declarable incomes. For the time being the proposal is discussed
in-house. If endorsed by the management, the proposal will be included in the annual budget
preparation process. The proposal has its fiscal costs, and therefore it will be analyzed in the context
of the fiscal policy objectives and constraints.

As was shown earlier, the concern about under-reporting of wages is not unfounded in Latvia. Those
who report minimum wage or less are significantly more likely to evade parts of their earnings. While
this reform may be effective at reducing under-reporting around the minimum wage, the total fiscal
cost is not clear as for other types of workers (i.e. those earning above the minimum wage), the
proposal results in negative impact on revenues. Furthermore, increasing minimum wage could have
implications on hiring of those for whom it may be binding (such as the low-skilled or youth) and lead
to decreased demand for labor due to increasing labor costs for employers [Annex 2°%).

From the perspective of increasing work incentives, the proposed reform on non-taxable minimum
won’t have a large enough effect on incentives to move from social assistance to jobs. For example,
for a single parent with 2 children receiving social assistance benefits (GMI and housing), average
effective rate will decrease by a maximum of 3.8 percentage points if the parent in such a family take
a job at 73 percent of average wage. Still, the average effective rate in this case after the reform is
about 67 percent, which means that net income of the family will only increase by less than 33
percent (Figure 13). This does not increase pay-off from work significantly, particularly, compared to
policies existing in other countries to increase work incentives among the low-wage earners, as well
as increase adequacy of incomes of the working poor (Figure 14).

% Annex 2is a reproduction of the note titled “Some simulations of the effects on the proposed changes in
minimum wage and personal allowance in Latvia” produced by M. Hazans.
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Figure 13: Average effective tax rate for a single parent with 2 children in 2013 (baseline and
reform scenario)
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Note: The baseline scenario corresponds to 2013. Simulated scenario corresponds to the MoF’s proposal to increase non-
taxable minimums as of February 21, 2013.

Source: Staff calculations based on OECD tax-benefit model.

Figure 14: Increase in net income as work effort increases for one earner couple with 2
children, selected countries
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Box 5: Labor tax reform proposals

In order to decrease tax wedge for low wage earners and strengthen incentives to enter into labour market,
following proposal is being discussed in the Government of Latvia.

Non-taxable minimum (45 LVL per month) might be increased to 84 LVL per month for minimum wage
earners. For employees earning above the minimum wage, non-taxable minimum will be decreased
proportionally as a fixed share of difference between gross earnings and the minimum wage. The proposed
formula is: 84LVL — 0.18*(wage — 225 LVL). Allowance for dependents will be increased from 80 LVL to 98
LVL per month and will be flat for all earnings ranges.

Further two sub-options are discussed — if non-taxable minimum should go down to zero or remain at the
minimum level of current 45 LVL.

Minimum wage might be increased form current 200 LVL to 225 LVL or 320 EUR per month.

Increasing minimum wage is aimed to address the issue of underreporting of income or so called “envelope
wage” where a person is employed officially on a minimum wage or thereabouts and receives an unofficial
supplement, which is not taxed.

Increasing non-taxable minimum is aimed at decreasing the tax wedge particularly for low wage earners,
making labour tax system more progressive and creating incentives for work and decreasing benefit
dependency.

The reform is intended simultaneously. The final numbers will be discussed in line with annual budget
process of 2014, expected in August 2013.

Source: Ministry of Finance (version of the proposal as of February 21, 2013).

5.3 Alternative reform options to improve income support and promote employment

As was shown earlier in this note, households relying on social assistance benefits have seen large
net income losses since 2005 relative to the average and high wage earners. To revert this situation
and to align benefit adequacy of the GMI program to EU and OECD levels, the GMI benefits would
need to be increased substantially, especially after the cuts that took place in January 2013. Even
under a very generous scenario, bring the GMI benefit levels to more adequate levels comes at a
relatively small fiscal cost.

Specifically, in EU/OECD countries minimum income programs typically guarantee about 30 percent
of the national median equivalized income for single persons, which in Latvia would represent about
75 LVL per month for a household head. In order to achieve comparable degree of income support
for other household types, the benefit structure would need to be adjusted to have some sort of
equivalence scale to ensure that within-household economies of scale are accounted for. Such
equivalence scales are used in many EU and OECD countries. For illustration, we apply the modified
OECD scale: 1.0 for the first adult; 0.5 to the second and each subsequent adult and over; and 0.3 to
each child. This is the equivalent scale that is being used in the EU in calculating the equalized
household income. Hence, if the GMI benefit is 75LVL for the first adult in the family, then it will be
37.5 LVL for other adults in the family and 22.5 LVL for children.*

Assuming that those who receive old-age or disability pensions receive the current maximum GMI
amount of 90 LVL and full take up (i.e. everyone who is eligible receives the benefit), the coverage of
the GMI program would be 10 percent of the population (compared to just 3 percent in 2010).40 While

*In our simulations, unlike the modified OECD scale we assume that a child is a person under age of 18 (14 in
the modified OECD scale), which is consistent with the national definition of a child.

0 Note that coverage estimated on the basis of household survey data may differ from administrative data.
Estimates are based on 2011 Latvia SILC.
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currently only about 12 percent of those at risk of poverty*' receive the GMI program, under this
scenario almost 45 percent would. Importantly, the total cost of the program would be under 0.5
percent of GDP — which is about how much many EU countries spend on minimum income programs
and/or unemployment means-tested cash benefits (which are in most cases act as substitutes).
Again, assuming that everyone who qualifies receives the benefit'’ and income disregards in use
before 2012*, the total cost of the program would be only 0.47 percent of the GDP — comparable to
what Slovakia and Slovenia spend on their programs and significantly less than how much Romania
spends on means-tested benefits for the poor and unemployed (Figure 15). In comparison, in 2011
the program spending was about 0.16 percent of GDP, but if everyone who was income-eligible
received the benefit, the actual spending would be 0.28 percent of GDP.

Figure 15: Spending on means-tested income support and unemployment assistance as a
share of GDP, 2009
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Percent of GDP

B Means-tested income support O Unemployment means-tested cash benefits

Note: *** Simulated cost of a GMI program with the following monthly benefit amounts/thresholds (75LVL for first adult except
old-age and disability pensioners (90 LVL), 37.5 LVL for other adults, 22.5 LVL for kids).

Source: ESSPROS data, Administrative data from MoW, World Bank staff calculations based on Latvia SILC 2011.

To improve work incentives and boost further incomes of the working poor, an earned income
disregard can be introduced into the program. As noted earlier, many EU and OECD countries have
earned income disregards imbedded into the program design to increase labor market attachment of
beneficiaries. Some countries, like Slovakia, disregard a certain percentage (25 percent) of earned
income for the purposes of calculating benefit eligibility/amount. Some countries disregard up to a
certain amount of earned income monthly or annually (see Table A3). With such an income disregard,

! Defined as individuals living in households with an equivalized disposable income (after social transfers) below
the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income
after social transfers.

42 Currently, this does not appear to be the case. Aimost a quarter of those at risk of poverty poor don't receive
the GMI even though they should according to the income criteria (assuming 90 LVL for all pensioners). This,
however, does not take into account any asset criteria that may make some households ineligible according to
the rules of the program. Nevertheless, the share of those at risk of poverty who don’t receive the GMI indicates
that there is a large coverage gap.

*3 Since January 2012, the list of income disregards has been cut down further and includes primarily benefits for
the disables or one-off benefits: Disabled child care benefit, Benefit for a disabled person, who needs special
care, Benefit for remuneration of assistant, Additional payment to family state benefit for a disabled child; Benefit
for remuneration of transport fee for disabled persons with difficult mobility; State support program - celiac
disease; Child birth allowances and Death allowances. All other social insurance and assistance benefits count
as income, including the Family State Benefit and other family and child benefits, as well as unemployment
fellowship training.
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the coverage of the GMI program could increase significantly at a very low additional cost. Assuming
25 percent earned income disregard, the coverage of the program (assuming benefit amounts
outlined above) would increase to 24.85 percent of the population, with coverage of those at risk of
poverty to 63 percent. Despite such an increase in coverage, the total cost of the program increases
to just about 0.6 percent of GDP.

Alternatively, the Government of Latvia may want to consider in-work benefits (such as an earned
income tax-credit in the United States) to increase incentives to work and supplement incomes of the
working poor. However, introducing separate programs and systems can be administratively costly.
The United Kingdom is currently implementing a major reform to the tax and benefit system to
consolidate a set of means-tested benefits and tax credits into one program administered through the
tax system—the Universal Tax Credit (UTC). One of the advantages of such a system is that, once
implemented, it can significantly reduce administrative costs, but also simplify the rules and
procedures needed to apply for various benefits, reducing the burden on beneficiaries as well (See
Box 6 for details on the program). Both approaches require accompanying measures to be taken to
simultaneously improve tax compliance.

Box 5: UK Universal Credit Scheme

The Universal Credit will replace the system of means-tested benefits and tax credits for working-age adults,
including income support, income-related jobseeker’s allowance and employment and support allowance,
working and child tax credits and housing benefits. It is to be the main means-tested benefit, and there will
remain other non-means-tested and contributory benefits. The Universal Credit will replace other means-
tested benefits and will be gradually tapered away as in-work income rises. It will replace some existing
benefits such as Income Support that have a 100% withdrawal rate when somebody returns to work. The
Universal Credit is to be implemented nationally in October 2013.

The Universal Credit is calculated for the household and includes benefit amounts for single adults, couples,
children, including disability, caring and housing costs. There are different rates for single people and
couples, for children and those aged under 25.

Taper and disregards

The Universal Credit will have a taper rate of 65% for earned income (net of income tax and National
Insurance contributions (NICs)), and a taper rate of 100% will apply to unearned income, with special rules
for imputing investment income. A 100% taper will apply to unearned income—which is not subject to a
disregard—and instead reduces the Universal Credit benefit pound-for-pound. This means that if a non-
taxpayer earns an additional pound, they will lose 65p of Universal Credit, whereas if a basic-rate taxpayer
earns an additional pound, they will have to pay an additional 20p in income tax and 12p in additional NICs
and will then lose 44.2p in Universal Credit (65% of the 68p of additional net earnings).

Benefit cap

The benefit cap for working-age households (excluding those claiming Disability Living Allowance or Working
Tax Credit) is set at £350 per week for childless single adults without dependent children and £500 per week
for other households. The benefit cap is expected to impact a very small number of households: it is expected
to affect about 67,000 households reducing their benefit entittement by an average of £83 per week and
cutting the benefits bill by about £290 million in that year. Compare this to the £18 billion per year of other
planned cuts to welfare spending.

Families with more than £16,000 of financial capital are not entitled to any Universal Credit at all.

Source: Morgan (2013).
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Table 1: Average Effective Tax Rates (AETR) for transitions from full-time unemployment (entitled to social assistance) to full-time employment, %

After reforms

Before reforms

After reforms

Before reforms

After reforms

Before reforms

33% of average wage

50% of average wage

67% of average wage

single entitled to Ul benefit 83.8 86.7 85.5 88.9 86.3 90.0
¢ no Ul benefit 77.0 83.6 60.6 66.5 52.6 58.0
single parent entitled to Ul benefit 100.0 100.0 78.2 93.8 77.5 80.0
2 children no Ul benefit 100.0 100.0 78.2 93.8 65.7 78.4
one earner married entitled to Ul benefit 98.3 100.0 79.5 82.2 81.9 85.0
couple, no children
1st spouse = inactive, no Ul benefit 98.3 100.0 74.7 82.1 63.0 69.7
2nd spouse...
one earner married entitled to Ul benefit 100.0 100.0 89.7 100.0 73.1 85.8
couple, 2 children
1st spouse = inactive, no Ul benefit 100.0 100.0 89.7 100.0 71.8 85.8
2nd spouse...
married couple, no entitled to Ul benefit 83.8 86.7 85.5 88.9 86.3 90.0
children
1st spouse = 67% AW, no Ul benefit 327 36.9 31.4 35.6 30.7 35.0
2nd spouse...
married couple, 2 entitled to Ul benefit 83.8 86.7 85.5 88.9 86.3 90.0
children
1st spouse = 67% AW, no Ul benefit 327 36.9 314 35.6 30.7 35.0
2nd spouse...

Sources: Authors’ calculations using OECD tax-benefit models.
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6 Conclusions and recommendations

Latvia’s economy has largely recovered from the worst of the global economic crisis, which hit the
country particularly hard. Despite overall macro-economic improvement, unemployment rate in Latvia
remains high and GDP growth did not translate yet into real improvements for the poorest part of the
population. In the post-recession period, carefully balanced tax and transfer provisions are crucial as
the budgetary and welfare costs of ineffective policy design are very large during and after a severe
downturn. This policy note considered two crucial outcomes of tax and transfer policies in Latvia; (i)
their capacity to alleviate poverty, reduce inequality and cushion income losses, and (ii) their
implications for work incentives and their effectiveness at “making work pay”. The main findings and
recommendations are the following.

Unemployment benefits continue to play a limited role in Latvia as a source of income
protection during a severe downturn. Despite discretionary policy changes during the crisis,
coverage of unemployment benefits remains one of the lowest in Latvia among EU and OECD
countries. This is in part driven by strict eligibility criteria and somewhat due to informality which
leaves a certain share of employees without protection in case of unemployment. As a result, the
combination of relatively short duration of unemployment benefits, even after the extension to 9
months,* relatively low unemployment benefit coverage, and the lack of follow-up unemployment
assistance, make it unlikely that current levels of unemployment compensation present a major work
incentive issue. However, limited coverage puts pressure on other social benefits, such as the GMI
program.

Coverage of the GMI program is also very low and benefits are not adequate enough to keep
beneficiaries out of poverty. Only about 12 percent of those in the poorest quintile*® receive the
GMI benefit in Latvia. While coverage expanded during the crisis after several policy adjustments
have been made, the coverage remains one of the lowest among comparable programs in Europe.
Furthermore, benefit levels are not sufficient to provide effective protection against destitution, as
most beneficiaries remain a risk of poverty.

Since 2005, the combined effect of pre-crisis, crisis and post-crisis policies was a significant
reduction in net benefits for all family types and at all earnings levels. Analysis of the situation
of different households since 2005, which captures only the effects of taxes and transfers, shows
that low-earning families with children saw the greatest reduction in net benefits. For childless
families, losses were both less sizable and more equally distributed across the earnings range.
Families who also suffered drops in their earned income will have experienced far greater income
losses, but the analysis shows that taxes and transfers would have exacerbated any such loses.

Recent reforms, in particular, such as the cuts to the GMI program, have a disproportionate
impact on the low-income. The recently announced reforms, most of which have already been
implemented, are regressive — both in relation to the situation in 2005 and comparing with 2012. The
really low wage earners (those with annual earnings in the lowest 10 percent of the full-time wage
distribution or, alternatively, those who earn less than the minimum wage) in all household types
stand to lose as a result of the changes. The changes in income taxes are not sufficient to
compensate low wage earners for cuts in social assistance.

Adequacy of minimum income support can be improved significantly in Latvia at a relatively
low cost. To revert some of the recent losses and to align benefit adequacy of the GMI program to
EU and OECD levels, the GMI benefits would need to be increased substantially, especially after the
cuts that took place in January 2013. Even under a very generous scenario, bring the GMI benefit
levels to more adequate levels comes at a relatively small cost. For example, increasing the basic

* Made permanent from January 1, 2013, for all unemployment benefit recipients.

%5 Staff calculations based on Latvia 2010 HBS. Households are ranked on the basis of per capita consumption
pre all social assistance transfers.
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benefit to 75 LVL per month for the household head and introducing an equivalence scale into the
formula would result in a much more adequate coverage of the program46 (10 percent of the
population compared to just 3 percent in 201047). The coverage of those at risk of poverty48 would
increase from just about 12 percent to almost 45 percent. Importantly, the total cost of the program
would be under 0.5 percent of GDP — which is about how much many EU countries spend on
minimum income programs and/or unemployment means-tested cash benefits (which are in most
cases act as substitutes).

Concerns about benefit generosity having economy-wide unemployment impacts are often
exaggerated, particularly after a deep recession. In theory, more generous benefits do lengthen
out-of-work spells for benefit recipients. Effect sizes are often small, however, and need to be
weighed against the objectives of providing adequate income security for job losers. Importantly,
there are a number of reasons why lower job-finding rates among benefit recipients should not be
expected to translate directly into changes in economy-wide unemployment of a similar magnitude—
especially in countries where out-of-work support is currently limited and benefit durations are short.
Moreover, aggregate unemployment is less sensitive to changes in benefit generosity when labor
markets are weak. However, certain design of benefits can play a significant role in either promoting
or discouraging labor market participation.

Means-tested benefit recipients do face high marginal effective tax rates (METR) and formal
might not always pay off in Latvia. In Latvia, the GMI benefit and the housing benefit are designed
with a 100 percent marginal effective tax rate on earnings, i.e. the benefits decrease by 1 lat for each
additional lat earned. As a result, on earnings ranges where households are eligible for either or both
of these benefits, earners face an METR of 100 percent. Such a design could contribute to the so
called low-wage traps, when it does not pay off for low-wage earners to increase working hours or
move to marginally higher paid employment if all additional earnings are “taxed away”. *° Participation
tax rates, which measure the part of additional gross wage that is taxed away when somebody on
income-tested social assistance takes up a formal job, are particularly high in Latvia for low wage
earners. For all considered household types, with the exception of singles, average effective tax rate
(AETR) for taking up a low paying job (at 33 percent of the average wage) is 100 percent.

Recent reforms are unlikely to significantly improve financial incentives to work, while they do
come at a significant cost to the most vulnerable. As was shown in the note, net incomes of
households with low earnings are 6 to 10 percent lower than before the reforms. Given the initial low
adequacy, this is a troublesome decrease. Hence, marginal improvements in financial work incentive
indicators come at a significant cost to beneficiaries. Additionally, the proposed reform on non-taxable
minimum won't have a large enough effect on incentives to move from social assistance to jobs,
particularly, compared to policies existing in other countries to increase work incentives among the
low-wage earners, as well as increase adequacy of incomes of the working poor.

Design of social assistance benefits could be improved to increase incentives take up low paid
jobs. While the share of population for whom there could be significant financial disincentives to
taking up formal jobs (as well as any jobs) is relatively small due to small benefit coverage,
nevertheless, to mitigate financial work disincentives as well as provide additional income support for
low wage earners, most developed countries implemented certain policies to “make work pay. "These
include in-work benefits such as tax-credits, as well as redesigned their social assistance benefits to
encourage beneficiaries to take low-paid jobs and connect them with the labor market. Given some

4 Assuming full take up.

*" Note that coverage estimated on the basis of household survey data may differ from administrative data.
Estimates are based on 2011 Latvia SILC.

*8 Defined as individuals living in households with an equivalized disposable income (after social transfers) below
the at-risk-of-poverty threshold, which is set at 60 percent of the national median equivalized disposable income
after social transfers.

9 See Table A5 for METRS for average of marginal effective tax rate at different wage levels.
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informality and under-reporting, implementation of such benefits needs to be accompanied by
measures aimed at increasing tax compliance.

Implementation of “make-work-pay” policies in Latvia needs to be packaged with measures
aimed at decreasing under-reporting. “Make-work-pay” that seek to ensure incentive compatibility
of social protection measures can take different forms and practically all OECD countries operate
such policies of one form or another. As was shown in this note, the concern about under-reporting of
wages is not unfounded in Latvia. Those who report minimum wage or less are significantly more
likely to evade parts of their earnings. If underreporting is prevalent, permanent in-work benefits, such
as tax credits, for example, might not be appropriate and fiscally sustainable. Instead, time-limited
“back to work” benefits can be introduced which target those who are long-term unemployed and
social assistance beneficiaries. Alternatively (or additionally), these policies can be packaged with
reforms to the revenue administration and other measures aimed at decreasing under-reporting and
informality.
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Annex 1
Table Al1.1: Unemployment insurance

benefits, 2010

Australia
Austria

Belgium

Bulgaria
Canada(3)

Czech Republic

Denmark

Estonia

Finland

France

Germany

Greece

Hungary

Iceland

Ireland(5)

Israel

Italy(6)

Employment (E) and Insurance is Waiting ~ Maximum Paymentrate (% of earnings base) Minimum benefit (1) Maximum benefit (1) B '
- voluntary(V) or N . . b . Additions for dependent family
comnbu.(!on (C) compuisory(C) period duration . atend of legal Earnings base(2) National % of National . Permitted employment and disregards members
conditions for employees (days) (months) initial entitlement period currency AW currency 7 of AW
] [2] 3] [4] [5] [6] 7] (8] [9] [10] 1] [12]
E+C:1yearin 2. C 0 9 55 Net - - 16,316 42 No reduction for earnings up to EUR Each dependant: EUR 354.
(if earnings 4396, total loss if earnings greater.
above
threshold)
E+C: 468 days in (o] 0 Inlimited 60 53.8 (after Gross 10,159 24 15,887 38 Maximum: limit of EUR 3872 for artistic If dependants, minimum benefitis
27 months. 1 year) employment. increased to EUR 12090 (29% of
AW.
E+C: 9 months in last 15. C - 12 60 Gross 1,564 21 - - No benefits if employed -
E+C: 595 hours in (63 14 11 55 Gross - - 23,7647 53 Up to 40% of benefits or Family supplements depend on
1 year. CAD 3900, whichever is higher. income plus age and number of
children.
E+C:12 months in C - 5 65 50-45 (after Net - - Approx. 58 (4) Half of the minimum wage in a monthis =~ -
3 years. 2 and 4 months) 167000 allowed without losing entitement to
unemployment benefits.
E: 52 weeks in 3 years. \% 0 24 90 Gross less 8% SSC. 160,416 43 195,516 52 Benefits are reduced in proportion to -
C:membership fee. hours worked.
E+C: 12 months in 3 (63 7 12 50 40 (after 101 days) Gross 26,100 17 Approx. 149 None. -
years. 220000
E: 34 weeks in 28 \% 7 23 Basic benefit (17% of AW) plus 45% of ~ Gross (excluding - - None Working hours <75% of full ime. Benefit ~ Supplements: EUR 1254, 1840,
months, earnings exceeding basic benefit to additional holiday reduced by 50% of gross income. 2371 for 1, 2 and 3 or more children
C: 10 months. 81% of AW then 20%. pay) less SSC. Benefit plus income cannotexceed 90%  respectively.
of reference earnings.
C:4 months in 28 C 7 24 57-75 Gross 9,829 28 79,488 228 Income <70% of reference earnings, -
months. hours worked/month <110 and duration
<15 months. Benefit reduced depending
on income ratio to reference earnings.
E: 12 months, C 0 12 60 Net - - 38,880 " 92 Total loss if working more than 15 Rate increases by 7 percentage
C:12 months in 2 years. hours/week. points if dependant children present.
E+C: 125 days in 14 C 6 12 Flat rate benefit (27% of AW). - - - - - None. Benefitincreased by 10% for each.
months or 200 days in
2 years.
E+C: 365 days in 4 years. C 0 9 60 60% of mandatory ~ Gross average 529,200 21 1,058,400 42 For short term (<90 days) and -
minimum wage earnings of last4 occasional/seasonal employment, the
calendar quarters benefitis suspended.
E+C: 3 months in the last C 0 36 Paid at a fixed rate (34% of AW) for 10 Gross. Fixed rate is 448,500 9 2,911,632 55 For occasional employment <2 days, ISK 71760 per child (4% of fixed rate
12. days, then 70% of previous earnings for  proportional to hours benefitis reduced proportionally. benefit).
65 days, then back to the fixed rate. worked in previous
12 months.
C:39 weeks in 1 year C 3 12 Fixed amount - - - - - Benefitis not paid for any day or partial Supplements of 5% of AW per
(or 26 "reckonable" (32% of AW). day of employment. Earnings are not qualifying child, and 21% of APW per
contributions in 2 years). assessed. qualifying adult.
104 weeks contributions
paid since starting work
E+C: 12 months in 18 (63 5 6 32-80 Average gross - - 96,180 85 Where employmentincome is lower -
months. earnings of last 3 than the earnings base for the payment,
months. the benefit level is the difference
between actual wage and 75% of
previous wage. The claimant must have
worked for at least 25 days.
C:52 weeks in 2 years. (63 7 8 60 50 after 6 months ~ Average gross - - 12,879 46 No benefits if receiving earnings from -

earnings of last
3 months.

employment (except for CIG scheme).
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Japan

Korea

Latvia

Lithuania
Luxembourg

Malta

Netherlands

New Zealand
Norway

Poland

Portugal

Romania
Slovak Republic
Slovenia

Spain

Sweden

Switzerland

Turkey

United Kingdom

United States (9)

K o, - - N
Employment (E) and Insurance is Waiing | Maximum Payment rate (% of earnings base) Minimum benefit (1) Maximum benefit (1) 5 )
tributi c voluntary(V) or iod durati Eamni b > P itted | tand di d Additions for dependent family
contribu !on( ) compulsory(C)  PeNO uration il atend of legal arnings base(2) National % of National s of AW ermitted employment and disregards members
conditions for employees (days) (months) entitlement period currency AW currency °
1)) 2] 31 4] 151 (61 U 8] 1] o] o1 n2]
E+C: 6 months in 1 year C 7 9 50-80 Gross earnings of - - 2,516,400 53 No benefits if employed. -
(atleast 11 days each last 6 months (excl.
month). bonuses).
E+C: 6 months in 18. [} 7 7 50 Gross earnings paid 10,801,080 29 14,400,000 " 39 Ifincome divided by number of benefit -
oflast 3 months. days entitled is over 120% of minimum
wage then excess deducted from Ul
benefit. Benefit stops if employed more
than 60 hours per month.
C:9 months in 12 months [} 0 9 65 Gross - - - - No benefits if employed -
40% + fixed
amountof LTL 350
C: 18 months in 36 months C - 9 per month 20 after 3 months Gross 4,200 18 7,800 33 No benefits if employed -
E+C: 26 weeks in [} 0 12 80 Average gross - - 39,584 80 Reduced if earnings exceed 10% of the Replacement rate increases by
1 year. earnings of last earnings base used to calculate benefit. 5 percentage points if dependent
3 months. children present.
C:50 weeks, including 20 C - 5 Fixed amount (21% of AW). - - - - - Earnings mustbe below paymentlevel. = Additional 11% of AW if lone parent or
inlast52. maintaining a spouse.
E+C: 26 weeks in 36, C 0 38 75 70 (after 2 months)  Gross 12,846 28 36,131 80 |If <5 hours/week, benefitreduced by 70% Supplementary benefits for low-
plus 52 days in 4 of of gross earnings. If >5 hours/week, income households to bring income
5years. proportional reduction. up to a minimum guaranteed level.
E+C: Earnings above a C - 24 62 Gross 70,800 15 283,200 60 - NOK 4420 per child.
minimum level.(7)
E+C:365days in 18 C 7 12 Fixed amount30% Fixed amount 23% - - - - -- | Gross income disregard of up to PLN -
months and earnings > of AW.(8) of AW (after 3 7902 (halfthe minimum pay).
minimum wage. months).(9)
E+C: 450 days in C 0 24 65 Gross 5,031 29 15,092 87 If earnings less than maximum Ul -
24 months. benefit, and hours less than 75% of
previous working hours, final Ul benefit =
(maximum Ul benefit*1.35 - income)
C: 12 months in 24 Cc - 12 Fixed amount of 24% of AW plus 10%  Gross - - - - Can keep 30% of benefitifre-employed = --
of earnings.
E+C: 3 years in 4 years. C 0 6 50 Gross - - 13,208 142 No benefits if employed. -
E+C: 12 months in 18 [} - 9 70 60 (after 3 months)  Gross earnings of 4,014 24 12,041 71 Abeneficiary who is seeking full-time -
months. last 12 months (incl. work keeps receiving a proportional
bonuses) amount of Ul if they get part-time work
(up to 20 hours per week).
C: 360 days in 6 years. C 0 24 70 60 (after Gross 5,964 24 13,046 53 Benefits are reduced in proportion to Increased minimum and maximum
6 months) hours worked. benefitif person has dependent
children.
E: 6 months in last year, \% 7 35 80 70 (after 9 months). Gross 83200" 23 176,800" 48 Benefits are reduced in proportion to -
C:been a memberofan 65 for Job and days worked.
insurance fund for 12 Development
months. Guarantee
(after 14 months).
E+C: 12 months in C 5 18 70 Gross - - 88,200 117 "Compensation payment for Rate increases by 10 percentage
2 years. intermediate earnings": benefits are points if children or low income.
equal to 70% of the difference between
insured earnings and current earnings.
E: 600 days in 3 years C 0 10 40 Gross 3,650 17 7,301 34 No benefits if employed. -
E+C: 120 days
continuously,
immediately before
C:12months in 2 years. C 3 6 Fixed amount (10% of AW). - - - - - Income over GBP 260 (520 for couples) = --
reduces benefit by same amount.
E: 20 weeks C 0 23 53 Gross 6,084 13 18,824 41 Earnings less than gross benefit are USD 312 for each dependant.

(plus minimum
earnings requirement).

deducted at 50% rate; Earnings
exceeding gross benefit are subtracted
from 1.5 times the gross benefitamount.
Individuals earning more than 1.5 times
their gross benefitamount are ineligible.
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Source: OECD (www.oecd.org/els/benefitsandwagespolicies.htm)

Notes: Where benefits are conditional on work history, the table assumes a long and uninterrupted employment record for a 40 year-old. AW is the average full-time wage.

1. Single worker without children (benefits may depend on family situation). All benefit amounts are shown on an annualised basis. "--" indicates that no information is available or not applicable.
2. Gross = gross employment income; SSC = (employee) social security contributions; Net = Gross minus income taxes minus SSC.

3. Duration of Employment Insurance (El) payments depends on unemployment rate in the relevant El region. The 47-week duration shown here relates to an unemployment rate of 9 percent in
Ontario.

4. Maximum proportion is set with reference to average wages in the preceding year. Measure of average wages used may not align with AW used here.

5. Reduced payment rate if weekly earnings below certain amounts, s of payment are made. If dependent adult is employed, supplement is reduced or suppressed depending on income level.
6. For employees with a temporary reduction of working hours there is also the CIG scheme, which pays benefits of 80 percent of average gross earnings for non-worked hours.

7. At least 24 percent of AW during the preceding calendar year or 48 percent of AW over previous three years.

8. The basic benefit amount is adjusted with the length of the employment record: 80 percent for under 5 years, 100 percent for 5-20 years and 120 percent for over 20 years.

9. The information reflects the situation of the Michigan unemployment benefit scheme of which payment duration has been extended due to high unemployment rates. Emergency Unemployment
Compensation and Extended Benefits are paid after exhaustion of regular Ul (26 weeks) and at lower rates.
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Table A1.2: Unemployment assistance benefits, 2010

Emploment WalFlng Duration Payment Maximum benefit Tests on . . Additions for dependent
record in period National % of Permitted employment and disregards B
(months) rate Assets  Income familymembers
months(2)  (days) currency AW
1 12] 3] 4] 15] 6] Yl [8] 9]
Australia - 7 No limit Fixed 12,033 18 Yes Family Disregard of AUD 1612, 50% withdrawal up to AUD 6500, 60% Parenting payment for dependent
amount above. Couple: no UAfor higher earner once income above AUD children (generally replaces UA).
20527, spouse's UAreduced by 60% of earnings above this amount. Partner allowance.
Austria Ul - No limit 92% 15,010 39 Yes Family No UAif earnings above EUR 4396. UAreduced if spouse's earnings ~ Each dependant: EUR 354.
of basic Ul above EUR 5940. Limitincreased by EUR 2970 for each child.
benefit (3)
Estonia 180 days in 12 7 270 days Fixed 12,239 8 - Individual No payments if annual income exceeds EUR 12239 -
months (including amount
time on Ul
benefits)
Finland - 5 No limit Fixed 6,613 17 - Family Limits can be suppressed under certain conditions. Spouse's income EUR 1254, 1840 and 2371 for 1,
amount only counted above EUR 6432. Disregards of EUR 3036 for singles, 2 and 3+ children respectively.
10176 for couples and lone-parents, increased by EUR 1272 for each
dependent child. UAreduced (by 75% for a single, 50% for a couple)
for gross earnings exceeding disregard; special rules for earnings
from part-time work.
France Uland - 6 months Fixed 5,450 16 - Family Disregard for earnings less than EUR 7267 then 1/1 reduction up to Some for older workers
60in (renewable) amount EUR 12718; for couple limits are EUR 14532 and 19985. depending on age and
last 120 employment record.
Germany (4) - - No limit Fixed 4,308 10 Yes Family Disregards of EUR 1200, then the withdrawal rate of UB Ilis 80% up Additions for each child
amount to gross income of EUR 9600 and 90% in a range between EUR depending on age.
9600 and EUR 14400 (EUR 18000 if children).
Greece Ul or 60 days - Every3 Fixed 3,101 15 - Family No payments if annual income exceeds EUR 9098. -
in the year months in 3 amount
instalments
Hungary ul - 3 or 6 months Fixed 352,800 14 - individual | For shortterm (<90 days) employment benefitis suspended. For -
amount "employment booklet" programme the benefitis reduced by amount
earned.
Ireland - 3 No limit Fixed 10,192 32 Yes Family UAis reduced by 60% of average net weekly earnings if working less ~ 21% of AW per adult, and 5% of
amount than 3 days/week. AW per child.
New Zealand - 0-14 No limit Fixed 11,536 24 - Family Gross income above NZD 4160 reduces benefitat 70% rate. Rates depend on family type.
amount
Malta - - No limit Fixed 5,192 29 Yes Family None EUR 424 (2% of AW) per
amount dependant.
Portugal Ulor6 - 12 (after Ul) Fixed 4,025 23 - Family Familyincome less than EUR 4025/person. UAis zero if there are any EUR 1006 if dependants
inlast 12 (5) or24 amount earnings. present.
Spain - - - - - - - - - UAonly paid to people with
dependents unless aged over
45. Maximum benefit of 21% of
AW, paid for up to 30 months.
Sweden 6 or recent 7 14 (after Fixed 83,200 23 - Individual Benefit not paid for days worked. Proportionally reduced in part-time -
graduate which can amount work case.
become
eligible for
Job and
Development
Guarantee).
United Kingdom - 3 No limit Fixed 3,403 10 Yes Family Earnings disregards are GBP 260, 520 and 1040 for single persons, = GBP 1940 for spouse, plus
amount couples and special groups (e.g. lone parents) respectively. Other various premiums.

forms of income reduce benefits on a 1/1 basis.
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Source: OECD (www.oecd.org/els/benefitsandwagespolicies.htm)

Notes: Where benefits depend on work history or family situation, data is for a long and uninterrupted employment record for a 40 year-old single without children. AW is the average full-time wage.
All benefit amounts are shown on an annualized basis. "--" indicates that no information is available or not applicable.

2. Ul = after exhausting Ul benefits.

3. Rate can be increased to 95 percent for low Ul levels.

4. As of 1st January 2005, unemployment assistance and social assistance for persons who are able to work were combined into one benefit, the basic jobseekers allowance (unemployment benefit
I). Available for persons who are able to work and whose income is not sufficient to secure their own and their family's livelihood.

5. There is no employment condition for a first-time job seeker with dependants.

6. There are unemployment assistance-like schemes in some cantons in Switzerland, but these have been declining in importance and there is no national framework.
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Table A1.3: Minimum-income benefits, 2010

Behavioural requirements Maximum amounts (in % of AW) Means-test Topping-up
Determination of rates Registration Participation in Head of Spouse/ . . Benefit of UB
Job search with PES integration measures Work household partner Per child Other Disregard withdrawal | Possible?
] 12] 131 41 15] [6] 7] 18] [9] [10] 1] [13]
Australia(2) - - - - - - - - - - - - -
Austria National minimum - - Yes Yes - 17 9 4 Rent - None 100% Yes
(average shown)
Belgium National rates Age>=18. - - - - 21 7 Dependsonage 4-9 - EUR 310 (250) netincome 100% -
& number per year with (without)
children.
Bulgaria National rates Aged>=17 Yes Yes Yes Yes 7 7 9 Social assistance for 4 None 100% Yes
heating
Canada Sub-national - Yes - Yes Yes 16 11 Dependsonage 1-1 Rentand regularly - None 50% -
(Ontario)(3) & number occurring special
needs
Czech National rates - Yes Yes Yes "Depends on 13 10 Depends onage 7-9 - - 70% for Yes
Republic (4) circumstances" income from
work
Denmark National rates Age>=25 forfull  Yes Yes Yes - 31 31 1stchild. 10 Rent - DKK 27513 of netincome 100% Rare
rates. Lower from work.
rates from age
Estonia National rates - Discretionary Discretionary Discretionary Discretionary 8 6 6 Allowance for lone 2 Housing costs (up to a 100% -
parents limit)
Finland National rates - Benefitcan be  Benefitcan be  Benefitcan be Benefit can be 13 9 Dependsonage 7-8 Rent, healthcare, - 20% of net earnings 100% Yes
reduced ifnot = reduced ifnot  reduced if not reduced if not & number work related (maximum EUR 1800).
satisfied satisfied satisfied satisfied expenses.
France National rates Age>25 Yes Yes Yes - 16 8 Depends on 5-6 -- |Upon taking up employment: 100% -
number 100% of earnings for 3
months.
Germany (6) National rates Age>15 Yes Yes Yes Yes 10 9 Dependsonage 6-8 Extraallowances for - Disregards of EUR 1200, - -
additional needs, rent, then 80%, 90% and 100%
heating costs. withdrawal rate in stages
depending on income.
Greece - - - - - - - - - - - - -
Hungary National rates Age>18 Yes Yes Yes Yes 12 11 Depends on 9-10 - None 100% Yes
number
Iceland Sub-national Age>17 - - - - 29 17 None payable. -- Unemployed age 18- 14 None 100% -
(Reykjavik) 24 living at home.
Funeral costs, dental -
bills, etc.
Ireland National - Yes Yes Yes Yes 32 21 5 Rentmortgage - - 100% Rare
interest supplement.
Israel National Age>19 Yes Yes Yes Yes 17 6 Depends on 0-3 Higher rates for lone - From 28 to 61% of AW 60-70% -
number parents. depending on familytype.  (depends on
family type)
ltaly - - - - - - - -
Japan Sub-national Depends on Yes No No No 21 11 Depends onage 7-11 various - Net earnings of atleast 100% Yes
(Tokyo) age of family & number JPY 100080 (up to JPY
Child additional aid 3 | 398280 for higher
Housing aid 14-21 | eamings).
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Behavioural requirements Maximum amounts (in % of AW) Means-test Topping-up
Determination of rates Registration Participation in Head of Spouse/ . X Benefit of UB
Job search with PES integration measures Work household partner Per child Other Disregard withdrawal | Possible?
(1] [2] 3] [5] [6] [7] 18] [9] [10] [11] [13]
Korea National - Yes No Yes - 14 10 Depends on 7-7 Medical care, - 30% of income earned 100% No
number educational, childbirth, under specific
funeral, housing costs programmes.
Latvia National - Yes Yes - - 8 8 9 Rent - None 100% Yes
Lithuania National Aged >18 No Yes - - 16 16 16  Provision of school 8 None 90% Yes
supplies for pupils,
Luxembourg National Age>24 Yes Yes Yes Yes 30 15 3 Rentallowance. - 30% of payment rate. 100% -
Malta National Aged >=17 - - - - 29 2 2 - - None 100% Yes
Netherlands National Age>20 Yes Yes Yes Varies by 33 10 --  Supplement for lone 8/up up to 25% of earnings 100% Yes
municipalities parent/annual bonus to5 (municipality discretion),
to promote job up to EUR 187/month, for 6
acceptance months.
New - - - - - - - - - - - - -
Zealand (2)
Norway (8) National - Yes Yes Yes Yes 13 9 Dependsonage 5-8 Housing benefit 11-25 None 100% Yes
depending on family
situation
Supplement for -
heating expenses.
Poland National Yes Yes Yes Yes 14 9 12 Permanent benefit - None 100% Rare
depending for those
permanently unable to
work.
Portugal National Age>17 Yes Yes Yes - 13 13 7 Additional adults 9 New employment: 50% of 100% -
earnings for 1 year.
Otherwise 20%.
Romania National Aged >=18 No - No Yes 7 5 Depends on 5 High maximum - None 100% -
number (+15%) if working
Slovak National - No No No No 8 6 1stchild only, 7-14  Health care, housing, - 25 % of netincome 100% Yes
Republic plus addition if protective and
more than 4 activation allowances
Slovenia National Yes Yes Yes Yes 16 11 5 One-off extraordinary None - -
assistance for special
material need
Spain Sub-national Age>24 unless = Yes Yes Yes Yes 18 5 4 - - None 100% Rare
(Madrid) children present
Sweden National guidelines, - Yes Yes Yes Yes 12 8 Depends onage 6-10 Medical costs, - None 100% Rare
discretion for supplements. & number transport, child care
Switzerland National guidelines, - Yes Varies by Yes Varies by 15 8 5 Supplementfrom 3rd 4 - 100% -
(Zurich) discretion for supplements. canton or canton or person aged >16.
benefit office benefit office
Turkey - - - - - - - - - - - -
United National Age>24 orlone = Yes Yes Yes Yes 10 6 Family 3 - - GBP 260 /520 /1040 for a 100% -
Kingdom parent. supplement single person / couple /
lone parent.
United National - Yes Yes Yes Yes 5 4 4 - - Occasional income up to 100% -
States (9) USD 120, excess shelter
expense (rent, utility)
subject to conditions.
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Source: OECD (www.oecd.org/els/benefitsandwagespolicies.htm)

Notes: All amounts are shown on an annualized basis. "--"indicates that no information is available or not applicable. AW is the average full-time wage.

2. Low-income individuals actively looking for work typically receive the means-tested unemployment assistance (UA) benefit described in the UA table (unlimited duration and not subject to
employment record conditions). All "Social Assistance" amounts shown for Australia and New Zealand in this publication therefore relate to means-tested unemployment benefits. In Australia,
another type of benefit (Special Benefit) can be available to people in severe financial hardship, who have no other means of support and for whom no other benefit is available. Special Benefit is
not considered in the results reported here.

3. Basic allowance plus shelter allowance.

4. The Living Minimum is paid for 6 months and then the Subsistence minimum that has lower rate is used for the calculation of allowance for living for adult person as a "sanction" for indolent
person being out of work.

6. As of 1st January 2005, unemployment assistance and social assistance for persons who are able to work were combined into one benefit, the basic jobseekers allowance (unemployment benefit
I). Persons who are unable to work receive Social Allowance benefits of which basic elements are the same as UBII.

7. The benefit is made up of two parts: an individual amount depending on the age of the child (and sometimes the adult) concerned; and a household amount that depends on the size of the
household. Rates shown are those for Tokyo.

8. The data for subsistence allowance is based on the governmental guidelines, while the housing allowance data is based on the guidelines of the municipality of Trondheim.

9. Amounts shown for food stamps only. Temporary Assistance for Needy Families (TANF) is available for some families, mainly lone parents.
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Table Al.4: Guaranteed minimum income benefit levels in Riga, 2005-2013

(LVL per person per month) 2005 2006 2007 2008 2009 2010 2011 2012 2013
Working age persons 21 24 27 27 37 40 40 40 40
Children 40 40 48 48 48 45 45 45 45
Pensioners (age or disability) 40 40 90 90 90 90 90 90 90
Other categories:

Children and young people under the age of 20 who are

enrolled in a comprehensive school or receive vocational 40 40 48 48 48

training

One parent or guardian in families with children 40 40 48 48 48

ﬁ(rjr;r;)aer:]edimalr;fde uapbtaon;jg‘;\ezci1 children who have started 40 40 48 48 48

For continuous (longer than one month) incapacitated

persons, able-bodied people 3 years before retirement age 40 40 48 48 48

and one year after the restoration of working capacity due
to disability expiration

Source: Welfare department of the Riga City Council.
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Table A1.5: Average of marginal effective tax rate at different wage levels, 2011
METRs over different current earnings ranges, not entitled to Ul benefits but entitled to Social Assistance if applicable

Household earnings (% of AW) BE DK DE ES FR IE IT LU NL AT PT F SE UK CzZ EE HU LT ||.v |MT PL SK SI BG RO
Single parent without children

59 74 54 29 50 50 41 60 74 40 24 50 40 53 49 24 38 26 |33 [21 61 4 46 22 31
From :33% to: 67%

55 49 50 30 38 31 39 43 48 46 39 43 30 32 42 24 46 27 |33 (37 30 30 43 22 32
From :67% to: 100%

59 55 50 33 45 52 50 49 49 49 41 48 48 35 31 24 47 27 |33 |35 30 54 43 22 32
From :100% to: 133%

60 56 50 35 48 52 50 49 55 44 50 48 54 42 31 24 38 26 |33 |3 3 29 53 22 31
From :133% to: 167%
Single parent with 2 children

59 71 82 18 73 37 11 62 42 70 51 65 48 80 48 22 27 83 |57 [53 79 4 55 22 32
From :33% to: 67%

56 60 49 31 47 91 51 58 73 45 39 49 40 70 45 24 43 43 |33 |47 44 108 69 22 47
From :67% to: 100%

59 63 43 33 34 60 57 49 49 49 42 48 48 40 31 24 47 27 |33 |25 29 54 44 22 33
From :100% to: 133%

60 56 46 33 37 52 52 49 55 44 63 48 54 42 31 24 38 26 |33 |3 30 29 51 51 31
From :133% to: 167%
One-earner married couple without children

49 94 64 17 59 103 33 107 82 59 39 81 63 66 70 22 44 43 [39 [12 62 1 51 22 31
From :33% to: 67%

50 64 45 32 39 30 42 26 51 46 28 43 30 32 28 24 46 27 |33 [3 30 21 41 22 32
From :67% to: 100%

56 55 40 33 37 35 50 33 52 49 37 48 48 35 31 24 47 27 |33 |23 30 54 43 22 33
From :100% to: 133%

60 56 38 31 37 52 51 40 55 44 39 48 54 42 31 24 38 26 |33 |3 30 29 48 22 31
From :133% to: 167%
One-earner married couple with two children

47 95 80 13 73 76 4 108 66 96 56 98 77 80 89 30 65 92 [69 [21 38 28 61 22 33
From :33% to: 67%

51 97 50 31 53 67 51 47 78 45 43 52 30 77 35 24 45 66 |33 |47 48 21 61 22 42
From :67% to: 100%

56 62 40 33 36 45 58 33 52 49 38 48 48 40 31 24 47 27 |33 |25 39 54 52 22 34
From :100% to: 133%

60 56 37 31 35 52 53 40 55 44 50 48 54 42 31 24 38 41 |33 [31 30 29 48 22 32
From :133% to: 167%
Two-earner married couple without children
From 59 44 46 29 46 31 42 30 45 40 29 33 29 32 27 24 38 26 |33 |18 30 31 3 22 31
:67%+33% to: 67%+67%

43 49 30 38 31 39 38 46 46 39 43 30 32 31 24 46 27 |33 |29 30 30 43 22 32

From :67% +67 to: 67%+100%
From 58 53 45 33 37 35 48 45 49 49 39 48 48 35 31 24 47 27 |33 (35 30 30 43 22 32
:67+100% to: 67+133%
From 59 56 45 35 42 52 50 49 55 44 39 48 54 42 31 24 38 26 |33 |3 3 29 53 22 31
:67+133% to: 67+167%
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Household earnings (% of AW) BE DK DE ES FR IE IT LU NL AT PT Fl SE UK cz EE HU LT |LV |MT PL SK Sl BG RO
Two-earner married couple with two children
From 50 53 46 23 42 40 48 30 41 40 30 33 29 37 27 24 38 42 [33 |20 37 16 52 22 32
:67%+33% to: 67%+67%

55 43 48 30 36 31 41 38 46 45 50 43 30 32 31 24 43 27 [33 |29 30 45 42 22 32
From :67% +67 to: 67%+100%
From 58 53 43 33 37 35 51 45 49 49 39 48 48 35 31 24 47 27 [33 [35 30 30 47 5 32
:67+100% to: 67+133%
From 59 56 41 35 37 52 53 49 55 44 39 48 54 42 31 24 38 26 [33 [35 30 29 46 22 31
:67+133% to: 67+167%

Source: Joint European Commission-OECD project Tax & benefits indicators DATABASE
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Annex 2

Simulations of the effects on the proposed changes in minimum wage and personal allowance
in Latvia®

This note discusses possible effects of the proposed increases:

e in the minimum wage from LVL 200 to LVL 225

¢ in the personal non-taxable allowance from LVL 45 to LVL 84 for employees earning up to
minimum wage and to LVL 84-0.18*(wage-225) for those earning between LVL 225 and LVL
441.67

¢ in the non-taxable dependants' allowance from LVL 80 to LVL 98

According to self-reported LFS data, between 10% and 20% of all workers are on just minimum wage

(the uncertainty is related to the fact that some 10% of responses are imputed from SRS (VID) data).

In other words, the minimum wage is binding for a non-negligible share of workers.

Table A2.1: employees by monthly net (after taxes) earnings in the main job by quarter, %

2011 2012

ql az | a3 a4 ql a2 a3 a4
TOTAL 100 | 100 | 100 | 100 | 100 | 100 100 100
Under 200.00 40.4 | 39.2 | 37.3| 35.9| 37.3| 34.4 32.2| 328

..of which minimum 23.8| 243|217 | 21.4| 225 | 204 20.2 19.3
wage or less*

200.01-300.00 27.2 | 27.6 | 28.3| 28.4 | 254 27.2 29.4 26
300.01-500.00 19.7 20.4 21 | 21.7 22.5 23.8 23.6 24.5
500.01-1000.00 6.1 5.8 7.2 7.0 7.8 7.9 8.2 9.9
1000.01 and over 1.0 0.9 0.9 1.0 1.2 1.5 1.2 1.6
Was not calculated 3.1 3.6 3.4 2.8 2.6 3.0 2.9 2.4
Was calculated but not 0.1 0.3 0.3 0.2 0.4 0.3

paid

Unspecified** 2.4 2.2 1.9 2.9 3 1.8 2.2 2.8

Notes. * Net wages and salaries calculated from minimum gross wages and salaries, i.e. from LVL 200 in 2011 and 2012.
** - For those persons, who did not indicate size of their wage in the Labour Force Survey, from 2009 data supplement with
information on wages from State Revenue Service data base was carried out.

Source: Labour Force Survey results (Statistics Latvia online database, Table NB14)

Table A2.2 presents simulated effects of proposed changes for a minimum wage earner without
dependants under various assumptions on the envelope wage.

Employees on pure minimum wage will see a 18% increase in net earnings, but their employers — a
12.5% in labor cost for this category of workers. Tax revenues will go up by 4.75 LVL per month for
every such worker.

% This annex is entirely based on a note prepared by M. Hazans
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For employees receiving the minimum wage amended by an envelope, one of possible scenarios is no
change in net earnings, while their employers will face an increase in labor cost in a range between
0.7% and 1.4% for this category of workers (assuming the envelope wage between 100 and 400 LVL).
Tax revenues will go up by 4.75 LVL per month for every such worker.

Table A2.2: Simulated effects of proposed changes for a minimum wage (LVL 200) earner
without dependants, assuming that the envelope part adjusts to offset gain in net earnings,

LVL
Old system New system Change
Envelope Total net Labor Envelope | Total net Labor Net Labor Tax
wage cost wage cost wage cost revenue
wage wage
0 146.08 248.18 0.00 172.35 279.20 26.27 31.02 4.75
100 246.08 348.18 73.73 246.08 352.93 0.00 4.75 4.75
200 346.08 448.18 173.73 346.08 452.93 0.00 4.75 4.75
300 446.08 548.18 273.73 446.08 552.93 0.00 4.75 4.75
400 546.08 648.18 373.73 546.08 652.93 0.00 4.75 4.75

Note that the envelope payments are likely to be in whole LVL (or euro), so the above results should
be seen as indicative.

The likely effects are, however, quite different for employees with legal earnings between 225 and 440
LVL.

If there is no envelope wage and the employer won'’t increase the gross pay, the worker will see an
increase in net earnings but the tax revenues will fall by the same amount. Table A2.3 summarizes the
results for legal earnings equal to 250, 300, 350 and 400 LVL assuming no, one or two dependants.

Table A2.3: Effects of proposed changes on net earnings of a higher-than-minimum-wage
earner without envelope wage (assuming no change in gross earnings)

Gross # of Net wage Net wage change | Tax revenue change
legal depen-

dants old New LVL % LVL %

wage
250 0 179.90 188.18 8.28 4.6% -8.28 -11.8%
300 0 213.72 219.84 6.12 2.9% -6.12 -7.1%
350 0 247.54 251.50 3.96 1.6% -3.96 -3.9%
400 0 281.36 283.16 1.80 0.6% -1.8 -1.5%
250 1 199.10 211.70 12.60 6.3% -12.6 -24.8%
300 1 232.92 243.36 10.44 4.5% -10.44 -15.6%
350 1 266.74 275.02 8.28 3.1% -8.28 -9.9%
400 1 300.56 306.68 6.12 2.0% -6.12 -6.2%
250 2 218.30 235.22 16.92 7.8% -16.92 -53.4%
300 2 252.12 266.88 14.76 5.9% -14.76 -30.8%
350 2 285.94 298.54 12.60 4.4% -12.6 -19.7%
400 2 319.76 330.20 10.44 3.3% -10.44 -13.0%

On the other hand, for workers receiving above-minimum wage amended with an envelope payment,
one likely scenario is that the legal part will stay unchanged while the envelope part will be reduced to
offset (at least partly) the gain in net earnings caused by increased nontaxable allowances. Net
earnings of this type of workers are thus likely to stay unchanged or (especially for those with
dependants) slightly increase, employers labor costs will go down (the change will not exceed 1%
though), and tax revenue will decrease by the same or larger amount. Table 4 illustrates by looking at
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three plausible combinations of legal and envelope wages. This scenario probably will be found when
the same employer has also workers on minimum wage and therefore is under pressure to
compensate increased cost of that category of labor. Otherwise both legal and envelope parts of the
compensation (ab hence employer's labor cost) might stay unchanged, in which case increase in
employees' net earnings will be larger but the fiscal effect - the same as in Table 4.

Table A2.4;: Simulated effects of proposed changes for a higher-than-minimum-wage earner
assuming that the envelope part adjusts to [partly] offset the gain in net earnings, LVL

Old system New system Change
Wage Wage
Leg | Enve- Total Labor | Legal Enve- Total Labor Net Labor Tax
al lope (net) cost lope (net) cost wage cost revenue

A. No dependants

250 | 250 429.9 560.2 | 250 241.7 429.9 551.9 0.00 -8.28 -8.28

300 | 300 513.7 672.3 | 300 293.9 513.7 666.2 0.00 -6.12 -6.12

400 250 531.4 746.4 400 248.2 531.4 744.6 0.00 -1.80 -1.80
B. One dependant

250 250 449.1 560.2 250 241.7 453.4 551.9 4.32 -8.28 -12.60

300 300 532.9 672.3 300 293.9 537.2 666.2 4.32 -6.12 -10.44

400 | 250 550.6 746.4 | 400 248.2 554.9 744.6 4.32 -1.80 -6.12
C. Two dependants

250 250 468.3 560.2 250 241.7 | 476.9 551.9 8.64 -8.28 -16.92

300 300 552.1 672.3 300 293.9 | 562.9 666.2 10.80 -6.12 -16.92

400 250 569.8 746.4 400 248.2 | 584.9 744.6 15.12 -1.80 -16.92

To derive the total labor market and fiscal effect of the changes one needs plausible assumptions on
distributions of various combinations of legal and envelope wages.

Finally, the employers can be under pressure from (employees on higher-than-minimum wage+
envelope) to increase either the legal or the envelope part. To what extenet this will actually happen is
an empirical question which requires a further investigation. In this case the tax revenue gain will be at
the expense of increase in total labor cost and, hence, fall in labor demand.

67




The World Bank

INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT
INTERNATIONAL FINANCE CORPORATION
MULTILATERAL INVESTMENT GUARANTEE AGENCY

Scientific research: Latvia: “Who is Unemployed, Inactive or Needy?
Assessing Post-Crisis Policy Options”

REVIEW OF KEY DESIGN PARAMETERS AND LEGISLATION FOR SOCIAL
ASSISTANCE PROGRAMS IN LATVIA

Boryana Gotcheva and Emily Sinnott

June 2013

] -;': &' LATVIIAS REFUBLIKAS
kB2 LABKLAJIBAS
A#= MINISTRIJA

Ex ESF

EIROPAS SOCIALAIS
FOMNDS

NODARBINATIBAS
VALSTS AGENTURA

EIROPAS SAVIENIBA

Y

INVESTING IN YOUR FUTURE!
European Social Fund Activity

,» Complex support measures” No. 1DP//1.4.1.1.1./09/IPIA/NVA/001



Contents

EXECUTIVE SUMIMIAIY ..ttt ettt ettt ettt et et et et e e e e e e e eaeeeteeeaeaaaaaaaaaaaeaaananeaeeaeens 5
1. Economic and Welfare CONEXL ......coiviiiieiiiiiieiciee ettt ree e s s sbae e s s saeeeesenes 7
2.  Main GMI design characteristics and their consistency with European modeils. .................... 8
3. Behavioral conditions for minimum iNCOME SUPPOIT ....eeeeeeeiieiiieeeieeieeireeeeee e 18
4. GMI performanCe OULCOMES .......uuiiiiieeeieiciriee e e e e e sccrrr e e e e e e e s earrreeeeeeeeseaartaeeaeeseesannssanneeeenns 25

Conclusions and policy recommendations...........cceeeiiieiiciiiieee e e 27
REFEIEINCES ...ttt e e e st e e e s bt e e e e s baeeeesbbeeeessbaeeeesabaeaessnnreee eees 29

Annex 1. Guaranteed minimum resources programs in selected EU Member States: General
program description and fINANCING.......cccvveriiiiiiiiiiee e e e ee s r e e e e e e abaaees 31

Annex 2. Guaranteed minimum resources programs: main design characteristics in selected EU
Y18 oY o =T Y = 1 <SR 35

Annex 3. Design and implementation features of programs that incorporate activation: Lessons
from iNterNatioNal EXPEITENCE .....ccc et rree e e e e e s arre e e e e e e e e narraaeeeeeeas 41

Annex 4. Guaranteed minimum income programs: behavioral requirements and benefit

sanctions in selected EU and OECD COUNTIIES ..uuuvieiiiiiiiiieiieeeeeeeeeetteeesieeeseeeeesesessnieesssessseeessnnnens 50
Annex 5. Audit of means-testing procedures in the UK ..........ccooeeiiiiiiiiiee e, 56
List of Tables

Table 1: Strengths and Weaknesses of Centralized and Decentralized Financing.........ccccceevvenueenen. 12
Table 2: At-risk-of-poverty Rate in Regions of Latvia, 2007-2010 ....ccceeviiiviiiniiiiiinniiiniiiiiniieenn, 13

List of Figures

Figure 1: Types of GMI Programs in the EU Member States (2012) .....oovvviviiiiiiiiiiiiiiiiniiniiieninnn, 9
Figure 2: Share of People Receiving Different Benefits in Latvia for at Least One Month.............. 22
Figure 3: Benefit Program Incidence, 2005-2012......ccciiiiiiiiiiiiiiiiiniiiiiiccccc e, 22
Figure 4: Number of GMI Spells Per Individual........ccoovviiiiiiiiiiiiiiiiiiiiiiicic, 23
Figure 5: Distribution of GMI Beneficiaries by Time Spent on GMI Benefit.......cccoviviiiininnnnnne 23
Figure 6: GMI Program Incidence: Comparison of Trends in Seven Municipalities/Cities and Other
MUNICIPALIEIES 1vveeuvieiittie ittt et s be e e e are e e 24
Figure 7: Targeting Performance of the Main Social Assistance and State Benefits in Latvia, by

quintile, 2010 muiiiiii i 25

Figure 8: Coverage of GMI and Other Municipal and State Benefits in Latvia, by quintile, in 2010 26



List of Boxes

Box 1: Active SOCIal POICY ...ttt 18
Box 2: Social Assistance Data and Sample Selection CrIteria ......covuiuiueiviiiiieininiiiiininiceincceicnens 21
Box 3: Chile S0/idario Programi..........ccccviiiiiiiiiiiiiiiiiice e 42
Box 4: Determining Beneficiary Categories through Profiling in the Netherlands and Germany......44
Box 5: Examples of financial incentives in OECD COUNLIIES .......cciuriviiiviriniriiiiicccceeeeeeeeeees 45
Box 6: Targeting: The right mix of rights and responsibilities, for the right people, at the right time

............................................................................................................................................................................ 46



Abbreviations

ALMPs

Active Labor Market Programs

ARGE Arbeitsgemeinschaft or jobcenter, Germany

BA Public employment service, Germany

CCT Conditional Cash Transfer

CWI Center for Work and Income, The Netherlands

GDP Gross Domestic Product

GMI Guaranteed Minimum Income

EC European Commission

ECA Europe and Central Asia

EU European Union

LVL Latvian Lat (national currency)

MISSOC The EU's Mutual Information System on Social Protection
OECD Organization for Economic Cooperation and Development
PRWORA Personal Responsibility and Work Opportunity Act

TANF Temporary Assistance to Needy Families

SILC Survey of Incomes and Living Conditions

SSN Social Safety Net

UK United Kingdom

Uuwv Administrative office for employed persons insurance, The Netherlands




Executive Summary?

Similarly to other EU Member States” Latvia operates a last-resort social assistance scheme.
This note benchmarks the guaranteed minimum income scheme (GMI) in Latvia to similar benefits
in other middle- and high-income countries. It also provides GMI design-related arguments to the
explanation of its performance outcomes. The report complements, and builds on the findings of
other analytical work in the technical assistance package to the Government of Latvia, that analyzes
in detail (a) the performance of the GMI scheme in terms of targeting accuracy, coverage of the
poor, generosity and poverty impact; (b) the work incentives and disincentives in the tax and benefit
systems (‘whether work pays’); and (c) the profile of GMI recipients and the patterns of their
participation in the scheme.

Latvia’s GMI is a very well-targeted to the poor, but at the same time is very small in terms
of coverage and financing. Since the crisis, GMI has increased its share in spending from 13
percent of the Latvian municipalities overall social assistance budget in 2006 to 23.9 percent by
January 2013. Even with this expansion, compared to other EU countries the expenditure on GMI
is moderate at 0.16 percent of GDP in 2011. Over 90 percent of the resources allocated for GMI
reach the poorest 20 percent of the population and over 94 percent of them go to the poor.

GMI reaches only a fraction of those who are identified as ‘needy’. GMI is received by very
few people—3 percent of all population according to most recent household survey (Survey of
Incomes and Living Conditions, SILC 2011) data’; and close to 14 percent of the poorest 20
percent. GMI doesn’t appear to provide adequate income support—its overall generosity of GMI is
low; the benefit increases disposable income most notably in the poorest quintile where the share of
GMI in post-transfer income is 22.2 percent (SILC 2011).

The GMI design has contributed to these performance outcomes. Low coverage and high
targeting accuracy go hand in hand and can be explained by the same design features. In the case of
Latvia, they follow from the application of low-income thresholds for access and other restrictive
eligibility criteria to identify those with insufficient means to support themselves. Low coverage is
also the outcome of limited financing due to delegated financing responsibilities for GMI to the
municipalities, some of which lack a strong revenue base. Eligibility thresholds or benefit levels are
not linked to objective minimum income or a consumption-standard poverty line, which means that
there are no rules for benefit update, and that the risk of erosion of the benefit’s purchasing power is
significant.

! The note was written by Boryana Gotcheva with inputs from Emily Sinnott and David Newhouse.

2 All EU Member states have last-resort social assistance / guaranteed minimum income schemes, except for Greece.

3 This is consistent with administrative data showing that around 2 -3 percent of the population of Latvia is receiving
GMI benefit. Nationwide, the number of GMI recipients started to decrease in 2011 and 2012. In eatly 2012 over 63
thousand people were accessing GMI (around 3 percent of the total population), but by the end of 2012 the beneficiary
numbers had decteased to 41 thousand persons, or 2 percent of the total population.



The Latvia GMI scheme is ‘restricted’. Such schemes are operated most often by new EU
Member States like Estonia, Lithuania, the Slovak Republic, Poland, Hungary and Bulgaria, but also
by some of the ‘old” EU Member States like Italy. They apply rather restrictive eligibility criteria to
identify eligibility and subsequently end up with limited coverage of those with insufficient means to
support themselves. Of key importance is the income test. Latvia’s GMI is granted based on a
comprehensive income test which becomes more encompassing with time; even incomes from child
benefits are counted which limits the access of families with children, despite the high child poverty
in Latvia. At the same time, other design features show favor to children. The Latvia GMI provides
the same benefit for children and adults (there are no explicit or implicit equivalence scales). In
addition, during the crisis the maximum GMI allowance for children was temporarily (until end-
2012) increased and set at a higher level than the GMI ceiling for adults. However, it is not clear to
what extent per capita GMI levels could offset the negative impact of not disregarding child benefits
as incomes in GMI eligibility formula. The asset test is less comprehensive, and as a result the GMI
reaches to those who are short of income, even temporarily, such as unemployed, but is less
effective in identifying the chronic poor who are lacking both incomes and assets.

While the Latvia GMDI’s design is overall consistent with prevailing EU models, some of its
features depart from the prevailing EU models. As elsewhere in the EU, the Latvia GMI is
centrally designed, extended based on means test and applies benefit formula where the household’s
actual income (if existent) is subtracted from the maximum allowance for which this household
would be eligible based on its size. At the same time, several design features depart from the
prevailing solutions:

e Municipalities in Latvia have wider discretion in the design of GMI, which — as mentioned
already - is financed by the budgets of municipalities (except for the time of the crisis when
expansionary changes took place due to adding state co-financing to the GMI scheme, and
withdrawn in 2013) while in the majority of EU countries financing of such schemes comes
either from the state/central budget or is shared by the state and local or regional budgets.

e Latvia does not apply equivalence scales. Most of the EU states apply implicit or explicit
equivalence scales to account for the shared use of resources within a household.

e Latvia does not ‘anchor’ the GMI level to an objective welfare standards despite that such a
standard (minimum subsistence) is calculated. Most of the schemes link benefit levels to
poverty lines or other minimum subsistence standards and update them with wage or
consumer price growth.

e Compared to many EU member states, Latvia has used more often earned income
disregards to ‘open’ the GMI scheme for low income earning households, however the use

of these instruments to encourage exiting social assistance and moving into employment.



1. Economic and welfare context

Social assistance in general and the Guaranteed Minimum Income (GMI) program in
particular, operates in a specific context in Latvia that increases redistributive pressures and
requires flexible, proactive and effective responses to emerging social welfare risks. In the
first place, the macroeconomic and fiscal environment has been volatile and calls for a safety net
which is responsive and adaptable to changing conditions. Second, the economic and financial crisis
drew renewed attention to the close link between social assistance and labor markets. Social
assistance became increasingly important for those who lost jobs due to the crisis. In the post-crisis
period the incidence of long-term unemployment rose, along with the number of long-term
unemployed who have exhausted their contributory unemployment benefit and have no access to
other ‘higher tier’ benefits. This confronts social assistance with a new challenge: to cover those not
eligible for unemployment insurance programs, while preventing the long-term unemployed from
becoming long-term ‘clients’ of last-resort social assistance. Third, in the post-crisis times, there has
been an increase in the number of able-bodied recipients of social assistance for whom passive
benefits are not sufficient to tackle poverty. Together these factors call for policies and programs
that are (a) employment-oriented, (b) are reducing the barriers to employment take up and, (c) are
promoting activation. The higher number of working poor requires shifting efforts to design and
implement policies that ‘make work pay’ and provide support to individuals and households even if
they have jobs. In the post-crisis period, labor market inclusion is increasingly becoming the key to
reducing poverty, and for social inclusion. Finally, as the post-crisis regional disparities increase, the
need for social assistance which is responsive to local needs also increases.

In Latvia, the pressure on the GMI to mitigate crisis-related welfare losses is particularly
high. In Latvia, the impact of the economic crisis was particularly adverse: the gross domestic
product (GDP) decreased by 18 percent in 2009; monthly household income decreased by 16
percent compared to 2008; the share of households receiving income from wages or pensions
declined from 66 percent in 2008 to 59 percent in 2009, while at the same time the share of
households on social transfers increased from 29 percent to 37 percent (Kula 2011). At the time of
the crisis, Latvia reinforced the GMI scheme by adding state co-financing to its (original) municipal
financing, also by expanding coverage, and increasing generosity, especially for children in GMI
recipient households. The GMI level was set at LVL27 in 2007-2008. It rose to LVL37 between
January and September 2009 and in October 2009 to LVLA40 for adults and LVLA45 for children,
where it remained, financed half by the central government and half by municipalities until end-
2012. As a result the spending on social exclusion (ESPROSS classification) increased by 3.8 percent
in 2009 and by 6.1 percent in 2010 (Kula 2011). As of the beginning of 2013, central government
co-financing was withdrawn and the benefit level was unified for adults and children and reduced to
LVL35 per person per month.



2. Main GMI design characteristics and their consistency with
European models

Definitions This note, and also all other pieces of analytical work on social protection in this
technical assistance task, define social protection as combination of contributory (social insurance)
and non-contributory (social assistance) transfers and labor market programs. The understanding of
social assistance is broad. It includes all non-contributory transfers, namely three main groups of
programs: (a) last-resort social assistance (or social assistance in narrow sense), which is usually
means-tested and aimed at guaranteeing a minimum income and/or consumption level for the
poorest segment of the population; (b) family and child protection benefits and (c) non-contributory
disability benefits’. The guaranteed minimum income program (GMI) in Latvia is its last-resort
social assistance program. Latvia also implements a housing benefit as a separate means-tested
entitlement. According to the national definitions, social assistance in ILatvia has narrower
understanding; it is limited to only those benefits that are means-tested and paid and ensured by
municipalities, i.e., the GMI, housing benefits and other benefits paid by municipal budgets. The
family benefits, namely child care benefit, state family benefit and other family related benefits, are
paid out of the state budget and not legally defined as ,,social assistance”. This note will focus on the
GMI program for which there are no discrepancies in definitions and understanding of objectives.
References to ‘social assistance’, if any, will however relate to the broader category as understood
and used in the EU member states and beyond Europe, namely (a) last-resort social assistance; (b)
non-contributory disability benefits, and (c) family and child protection benefits, without further
differentiation based on whether the respective benefit is categorical or means-tested or whether it is
financed by the state or by municipal budgets.

Overall, the model of the Latvia GMI is consistent with the prevailing models of ‘minimum
income’ social assistance programs that exist in the European Union (EU) Member States.
The EU GMI models can be tentatively divided into four broad groups ranging from the absence
of guaranteed minimum income support to a comprehensive social assistance system that protects
against a wide range of diverse social risks. The tentative grouping of country programs in the EU
Member States is presented in Figure 1. Latvia falls within one of the “middle” categories, namely
the category of countries with restricted GMI schemes: Most of the schemes in this group are
operated by new EU Member States like Estonia, Lithuania, the Slovak Republic, Poland, Hungary
and Bulgaria, but also by some of the ‘old” EU Member States like Italy. This category encompasses
minimum income schemes that are relatively simple by design, non-categorical/non-universal, with
rather restrictive eligibility criteria and subsequently with limited coverage of those with insufficient
means to support themselves.

* In addition, some EU and OECD counttries have also non-contributory unemployment allowance.



Figure 1: Types of GMI Programs in the EU Member States (2012)
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Source: Compiled using country-specific data from the EU’s Mutual Information System on Social Protection, MISSOC,
as of July 1, 2012

The Latvia GMI has numerous similarities with, but also differences from last-resort social
assistance programs in the rest of the EU Member States. As already mentioned, there is no
single and universal GMI model which can serve as a baseline for benchmarking or a ‘best practice
example’ for policy advice. Each county model has been designed to fit into the overall country
concepts of support to vulnerable population groups. The Latvia GMI shares numerous common
features with other GMI schemes in Europe. It provides noncontributory assistance when persons
(and families) are without sufficient means to meet necessary costs of living. The GMI is
complementary to other subsistence allowances, contributory or not, and is only one of the building
blocks of the safety net in Latvia. At the same time the Latvia GMI scheme has numerous specific
features of design, financing and implementation, which affect its targeting outcomes, coverage, and
poverty impact.

2.1.  Centralized design and regional variations

The Latvia GMI is centrally designed’, which is the case in most of the EU Member States
(see Annex 1) with the objective of providing material support to needy and low-income families
(persons) in a crisis situation in order to satisfy their basic needs and promote the participation of
able-bodied persons in the improvement of their situation. The GMI social transfer scheme is linked
to the other pillars of the European social inclusion model: promotion of employability, and access

5 Law on Social Services and Social Assistance, 12 December 2002 as amended



to quality social services. Compared to other GMI schemes, the Latvia GMI puts more emphasis on
the linkage of cash transfers to employment services and to the mobilization of own efforts before
applicants enter the GMI scheme. At the same time the support mechanisms for GMI recipients in
terms of access to social services can be assessed as insufficient (Lace, 2009) due to the presence of
very few instruments for linking minimum income support with social and health care services. This
situation changed over the crisis when for the first time centrally-operated health care safety net was
put in place in late 2009 to ensure access to health care, including pharmaceuticals, for the needy.

Municipalities have discretion in GMI design. Compared to similar schemes in other European
countries, the Latvia GMI gives more discretion to municipalities in the field of benefit design. The
state sets only a ‘minimum standard’ for GMI eligibility and adequacy. Municipal authorities have
discretion to decide to grant higher GMI benefit levels, but not higher than LVL90. Until the end of
2010, the ‘cap’ on the GMI benefit was set at 50 percent of the minimum wage. Since the beginning
of 2011, the municipalities can provide higher GMI which is not anymore dependent on the
minimum wage. Instead they use as benchmark the monetary income determining the needy level,
which is currently LVLI0. The amount of GMI can be differentiated according to the household
composition, or according to other criteria (for other groups). Municipalities pay a supplement to
the GMI to households with one adult who has minor dependents. They can also set additional own
conditions for benefit receipt, or decide on the possibility of in-kind provision of certain part of the
GMI. Compared to other countries, possibilities for in-kind GMI support seem wider in Latvia: the
initiative for that can come from the GMI recipient (if he/she files a written request for in-kind
GMI with the respective CSW) or can be initiated by the municipal centers for social work if social
workers find out that the GMI is not spent on meeting basic household needs.

The discretionary power of municipalities however depends on their social policy priorities
and financial possibilities to implement them. In terms of priorities, the mix of municipal
programs includes along with the GMI, also housing allowance which is means tested and designed,
financed and implemented entirely by the municipal authorities; as well as municipal cash support in
case of extraordinary circumstances which is not means tested. The municipally-financed benefits,
and particularly the housing allowance, prevail in the total municipal social assistance spending and
reach a higher number of beneficiaries. In January 2013, municipalities have spent LVL3.88 million
on social aid benefits, out of which LVL928 000 (23.9 percent) was for GMI transfers against
LVL1.7 million of spending on the housing allowance (43.7 percent). Though GMI constitutes a
relatively low share of overall spending, it has increased significantly with time. In 20006, Latvian
municipalities allocated to GMI only 13 percent of their overall social assistance budget. The same
trend applies to the housing allowance, whose share in total spending used to be just below 32
percent in 2006. Higher spending is primarily driven by the increase in the maximum per capita
benefit amount which actually was the result of the introduction of state co-funding, Eventually the
higher spending’s determinant was the state co-funding; the proportion of funds paid by
municipalities for other benefits and the GMI and housing before and during crises, display
noticeable differences.



2.2. Decentralized financing and consequences for equity

The Latvia GMI is designed centrally but the implementation and financing are delegated
to the municipalities. As a rule GMI financing comes fully from the municipal budgets; there was
a departure from this during the crisis from 2009 (October) until end-2012, when the program
received state budget co-financing, which was withdrawn in 2013. In contrast, European GMI
programs (13) are predominantly financed by central government budgets and in eight EU Member
States the financing is shared between the central and local government budgets. Very few GMI
programs are fully financed by municipal budgets, Latvia being among them® (see Annex 1).

The GMI financing arrangements affect overall spending and program size. Latvia is among
the lowest spenders on last-resort social assistance in the EU. In 2009, only 2.3 percent of GDP was
spent on non-contributory social benefits and services, including 0.23 percent of GDP on poverty-
targeted programs (GMI and housing allowance). Even after the recent expansion, expenditure on
the GMI remained small compared to other EU countries (0.16 percent of GDP in 2011). As of
January 2013, municipalities allocate 23.9 percent (LVL928 000) of their total social assistance
expenditure (LVL3.88 million) to GMI, which is significantly less than the allocation of housing
allowance (43.7 percent) and social services and other benefits (32.4 percent).

Legally, there are wider possibilities for regional (municipal) variations in GMI financing in
Latvia compared to other EU Member States. The state/central government sets only the
minimum GMI levels that the municipalities are obliged to provide to eligible GMI claimants.
Depending on their financial capacity, the municipalities can increase the GMI or opt for provision
of additional benefits to their constituencies. Thus, despite that decentralized financing has
advantages, which are outlined in Table 1, this model can become a major reason for inequality of
treatment of claimants when municipalities have an unequal level of economic development, and
subsequent divergence with respect to the tax base and financial abilities to support their vulnerable
population. Financially weaker municipalities with less financing capacity for social assistance are
usually also those who host a higher number of poot’. Table 2 illustrates the significant differences
in the at-risk-of-poverty rate across the statistical regions of Latvia, and the even more significant
gap in poverty rates between Riga and its neighborhoods, and the other parts of Latvia.

¢ Except for the crisis period when the municipal financing was supplemented by central budget financing,

" In this regard it is important to assess the role and impact of municipal equalization fund whose aim is to provide
resources to those municipalities which have insufficient means to ensure their basic activities — and this applies also to
social assistance.



Table 1: Strengths and Weaknesses of Centralized and Decentralized Financing

Centralized Financing

Decentralized Financing

Strengths

* The state can ensure equal financing
standards (same eligibility criteria, amounts of
benefits and implementation rules) irrespective
of the financial status of the municipality

* State financing flows ate based on legally

binding ‘state responsibility’ that makes them
more stable and predictable

* The state has higher capacity for risk pooling

* The state has better access to a wider range of
financing sources (budget reallocations, tax

increases, foreign grants and/or borrowing)

* The state is better positioned to provide
counter-cyclical financing for the safety nets,
and for last resort social assistance (LRSA) in

particular

* The state is better positioned to protect
spending on LRSA at times of economic
downturns and to reallocate funds for LRSA
from other budget categories

* Better accounting of local needs / local
government level discretion

* More flexibility in prioritizing benefits with
change in needs and nature of vulnerability
* Provides a link between beneficiaries and

taxpayers

Weaknesses

* Limited knowledge of local needs and
ptiorities

* National eligibility criteria and financing
standards ate more rigid; it takes more time to
adapt to the changing demand

* Local governments have no incentives to

raise own revenues for LRSA

* Less scope for countercyclical financing which
becomes even more problematic at the times of

crises and economic downturns

* Local government spending may be less and less
secure because of lesser stability of municipal

revenues
* Interregional disparities in coverage

* Higher risks of cutting benefits in poorer
municipalities despite that their population is most
in need / less scope for risk pooling

* Risks of ‘benefit-driven migration’ across
municipalities

Source: Author, based on discussions with Ministries and CSWs in selected EU and Balkan countries, also Grosh et al

(2008)




Table 2: At-risk-of-poverty Rate in Regions of Latvia, 2007-2010

(in percent of regional population)

2007 2008 2009 2010
Riga 15.7 16.2 13.6 12.3
Pieriga 19.7 17.2 15.5 15.5
Vidzeme 31.6 38.1 248 23.9
Kurzeme 33.6 30.7 22.7 21.0
Zemgale 24.8 25.6 284 233
Latgale 42.1 42.2 34.7 304

Source: Central Bureau of Statistics Latvia.
Note: These regions are statistical regions, not administrative ones. The four statistical regions Kurzeme, Latgale,
Vidzeme and Zemgale align with the planning regions of Latvia, quoted after World Bank 2013a

2.3. Eligibility for GMI, benefit amounts and adequacy

Principles for determination of GMI eligibility thresholds

The GMI eligibility is not directly linked to an objective minimum income or consumption

standard of a poverty line, and bears no obligation to guarantee a minimum level of income

or subsistence, or to increase GMI along with wage or cost of living increase. The GMI

eligibility is determined through a multi-stage process.

e The GMI is eligibility threshold is determined annually by the Cabinet of Ministers as a

nominal per capita amount.® The Cabinet of Ministers reviews and determines the GMI in

connection with the financing possibilities of the respective draft annual State Budget. There

is a two-step eligibility determination process: (a) identification of those in ‘needy’ status and
(b) identification of GMlI-eligible among the needy. Both needy and GMI-eligible are
identified with a means (income and asset) test, where the income test is leading. The needy

are not necessarily eligible for means-tested social assistance, however the confirmation of

needy status is the first step towards verifying eligibility for GMI, or housing allowance.

Those with needy status are also entitled to preferences in accessing various services and

goods for needy persons and persons with low incomes. In January 2013, in Latvia there
were 108 661 individuals with needy status and 38746 GMI beneficiaries; in February 2013 —

107 522 needy; and 38 153 GMI recipients.

8 The eligibility threshold is also the maximum benefit amount due to individuals or units of assistance with no income.
According to the GMI benefit formula, the GMI due is the difference between the maximum possible amount due and

the actual income of the individual or unit of assistance



e By applying the criteria for ‘needy’ the municipalities determine a ‘stock’ of vulnerable
people who are in need of support with cash transfers or services. As mentioned, previously
the per capita income threshold for identification of ‘needy’ was linked to the minimum
wage; it was set at 50 percent of the minimum wage, and in 2005-2011, persons whose
income was 50 percent of the minimum wage or less, ranging from LVL40 (2005) to LVL.90
(2011) were defined as needy. This relation was subsequently —strictly speaking—broken.
For example, in 2012, the minimum wage was increased to LVL200 per month, while the
income threshold for needy status remained unchanged thus identifying as needy those with
an income which was 45 percent of the annual minimum wage or less. In addition to ‘needy’,
there exists a second income criterion for determining another ‘stock’ of persons with low
income (higher than the maximum income that determines the needy status or at the same
amount of LVLI0). They are also eligible for certain municipal services and benefits.

The GMI reaches only a fraction of the needy. Income thresholds for GMI-eligibility are set well
below the threshold defining ‘needy’ status varying between 53.3 percent (in 2006) and 33.8 percent
of the needy threshold over 2005-2008. In 2009, the income threshold rose initially to 41.1 percent
and then to 44.4 percent for adults and to 50 percent for children. In 2013, the needy threshold
remains unchanged while the GMI eligibility threshold goes down to LLVL35, or just below 39
percent of the needy threshold. This confirms the categorization of the Latvia GMI scheme as a
scheme for provision of assistance of last resort that is only complementary to other sources of
income for the family or individual and is not aimed at guaranteeing sufficient means due to its
rather restrictive eligibility criteria and low coverage of those who cannot support themselves on
their own. Its variation confirms that there is no specific methodology or formula according to
which the GMI eligibility threshold and benefit level relates to the income threshold for ‘needy’, or
to any other minimum income or minimum resources standard, or a reference poverty line.

Latvia’s subsistence minimum indicator is not used in the formula for defining GMI or
needy status. Latvia calculates average monthly subsistence minimum using a basket of goods and
services. In January 2012, for one person it was calculated at approximately LVL173 (approximately
EUR247), income tax and social insurance contributions excluded. This subsistence minimum
indicator is not related to the income indicators that define needy status or the eligibility threshold
for GML.’ Ultimately both the access threshold for GMI and the maximum amount of GMI are set
as nominal amounts which are arrived at after negotiation between the Cabinet of Ministers—as the
central government designs the program—and the Latvian Association of Local and Regional
Governments representing the municipalities which implement and finance it. The negotiation
outcomes are not necessarily driven by objectives for guaranteeing a certain minimum level of
consumption and preventing its erosion with inflation given that there is no rule that links the GMI
level with a poverty line of a guaranteed minimum living standard.

® Moreover, the Law on Social Services and Social Assistance makes no legal linkages between them, there are references
to the term ‘needy’ however there is no legal definition or reference to a legal definition in another piece of legislation.



The discretionary approach to defining the eligibility thresholds for GMI schemes is not
uncommon for the EU Member States, although it is not the prevalent practice. Along with
Latvia, other countries with small and restrictive last-resort schemes, such as Bulgaria and Poland,
are applying this approach since it provides for no binding obligation to increase the minimum
income level with the increase of cost of living or wage growth, and to preserve the real value and
purchasing power of the benefit. With such an approach, the size of the program is fully determined
by the available budget. However, countries with comprehensive and encompassing social
protection like the France, UK and Ireland, apply a discretionary approach as well. The prevalent
approach is to set GMI eligibility thresholds and benefit bases by linking them to a national indicator
of minimum subsistence level; 11 EU Member States apply it, including the Czech Republic,
Slovakia, Slovenia, Romania, Estonia, Germany, Austria. Other countries apply policies where the
GMI is linked to the minimum wage (the Netherlands), the old-age pension (Hungary) or the
unemployment benefit (Denmark).

Absence of indexation rules

There are no explicit rules for updating the GMI eligibility thresholds and benefit amounts
and this undermines benefit adequacy and sustaining ability to reduce poverty. Because of
the absence of a link of the GMI to any objective income or subsistence standard, there are also no
implicit rules for ‘automatic’ adjustment. This provides uncertainty with respect to preserving the
access to GMI and could reduce its coverage with time. Uncertainty also exists with respect to
protecting the real value and purchasing power of the benefit. Most of the EU Member states
mitigate these risks and uncertainties by setting up indexation rules for the GMI eligibility thresholds
(and maximum GMI amounts due, respectively) in different ways. Except for Latvia, only three
other EU Member States (Ireland, Estonia and Bulgaria) have no rules. The rest of the countries are
legally bound to apply indexation rules which vary in terms of methodology but pursue the same
objective—curbing the erosion of real value of benefit amounts and eligibility thresholds caused by
price growth. The different approaches range from indexation of the benefit base to which the
benefits and income thresholds are linked, e.g. different kinds of minimum income standards, to
direct indexation of the latter. Indexation can be based on one or a combination of indicators like
national poverty lines, estimated with household budget survey data, growth of wages or pensions,
as well as consumer price growth (see Annex 2).

Absence of equivalence scales

The Latvia GMI program does not use equivalence scales and thus departs from common
international practice and economic logic, and gives disproportionately low benefits to small
households. Explicit or implicit equivalence scales are applied in other EU Member States with
respect to the setting of the eligibility thresholds or for the determination of benefit levels. In Latvia,
there is no variation in GMI levels set for the first and following members of the unit of assistance.
There is also no variation in case of adults or children, except for a limited period of time over 2010-
12 when the benefit per child was set at a higher level than the benefit per adult. The variations in
actual GMI amounts due come only from the household size. Without equivalence scales the GMI



computation does not take into account that when several individuals live together they also share
resources and there are economies of scale. The maximum benefit amount due is determined on a
per capita basis, with no variations with family size and composition thus assuming no economies of
scales from living together and sharing resources. Decisions in the EU on whether to apply
equivalence scales or not, and how to construct them vary."” Most of the EU Member States define
the GMI or other last-resort social assistance amounts with equivalence scales (Annex 2). Apart
from Latvia, only Poland’s GMI scheme is designed without equivalence scales. Romania, Finland
and Lithuania apply explicit equivalence scales while the majority of countries apply implicit scales—
nominal amounts which vary with family size and composition (adults and children). In some cases
equivalence scales are more detailed taking into account difference in age of children or adults, single
parent families, presence of disabled family members, etc. The absence of equivalence scales can be
justified for benefits that are entirely aimed at securing personal food and non-food needs. When
this is not the case, single recipients and small units of assistance are at disadvantage, since they are
supported to a lesser extent. They cannot take advantage or can take less advantage from common
use of housing, vehicle, appliances, furniture, and from sharing of utility costs.

Assessment of income and assets (material resources)

A rather comprehensive income test is combined with a relatively light asset test which
allows to correctly identify those who are short of income in the current moment, but is less
effective in identifying chronic poor who are deprived from both incomes and assets and
need assistance more and for longer periods of time. The GMI is provided on the basis of an
evaluation of the material resources (incomes and assets) of a household or of a person living
separately. Means tests are quite similar in the EU Member States, the main difference being in the
scope of incomes and assets that are taken into account. The income test for the Latvia GMI is
encompassing. All the main types of income of the person and his/her household members are
taken into account. The income texts requires verification of incomes from paid work and other
economic activity, pensions (including supplementary payment to pensions) many state social
benefits, grants, compensations, author’s fees and royalties, lease (rent) and alienation of movable
and immovable property (during the last 12 months), gifts, estates, dividends and prizes, material
support for the family provided by a spouse or a parent of the child living separately. Over 2011-12,
the Latvian Ministry of Welfare introduced changes to the scope of incomes which are counted for
the purposes of GMI eligibility and the incomes which are disregarded." Compared to 2011, in 2012
the income test allows less disregards and accounts for a larger number of state benefits, particularly
the child care benefit, the child care benefit supplement and the full parental benefit. Many EU

' The OECD applies two scales: ‘standard’ where the income of the second and each next adult in the unit of assistance
is 70% of the income of the first adult, and the income of each child is 50% of the income of the first adult, and
‘advanced / accelerated’ equivalence scale where the income of the second and each nets adult in the unit of assistance is
50% of the income of the first adult, and the income of each child is 30% of the income of the first adult.

" Types of income that are not taken into account in the means test and for the calculation of the amount of GMI
benefit: Childbirth Allowance, Disabled child raising allowance , Supplement to the State family benefit for disabled
child, Benefit to a disabled person requiring special care, Mobility Support, Funeral Benefit, Support for children who
have not been declared disabled suffering from coeliac disease; Benefit for the visually impaired persons to pay for
assistant services



Member States allow overlap of last-resort social transfers and child benefits in an effort to
strengthen the support for families with children, which tend to be at a higher risk of being poor.
Since the child poverty rate in Latvia emerges as one of the highest within the EU, options should
be considered for full or partial disregarding of the state benefits for families with many children or
families which fall within the category of ‘needy’ but have income (with state benefits) that exceeds
the GMI eligibility threshold.

With time, the income test in Latvia is becoming even more comprehensive and
encompassing while the asset test remains less encompassing. This is the case especially after
widening the scope of social insurance and state benefits that count as income. At the same time the
income eligibility threshold for GMI has been lowered: it was noted already that in 2013 the income
threshold for access to GMI is LVL35 for a single person, down from LVL40 for an adult and
LVLA45 for a child in 2010-2011. This will result in further limiting the access to GMI for those who
need it to meet their basic needs. The asset test is less encompassing in terms of the scope of a
person’s or household’s acquisitions that are taken into consideration when determining GMI
entitlement. It takes into account real estate, movable property and savings, but also disregards
certain assets.'” Unlike in many other EU Member States, the primary legislation is not exhaustive
with respect to specifying which assets are included in the means test. The treatment of assets is also
not specified, i.e. whether their presence is used as an ‘exclusionary filter’ to deny receipt of GMI
even if the applicant is eligible based on insufficient income. The design of the asset test is largely
delegated to the municipalities which can decide on what types of property and assets are not to be
taken into account, or partially taken into account in the means test. Local authorities set criteria for
immobile property (except for the primary dwelling) such as ownership of land, woods, buildings,
housing furniture as well as clothes and household objects which belong to the person (household)
at the time of the claim, a car and/or another vehicle.

The gaps in the legal definition of the asset test and the large scope for municipal discretion
in designing and changing it with administrative instructions could have significant impact
on access to GMI and could undermine equality of treatment of claimants across
municipalities. One drawback of such an approach is that eligibility criteria and their changes are
less transparent and accessible by those who feel needy and consider applying for GMI. Also, a less
transparent asset test can be applied with wider discretion and subjectivity at individual case level.
Finally, if the asset test is not well defined it can be weak, and will not allow proper differentiation
between those who are lacking only current income but are less asset poor (transient poor) from
those who are deprived both from incomes and assets (chronic poor).

12 Types of property and assets that are not taken into account in the means test include real property or a part thereof
which is used as dwelling of the household, land, woods, buildings, housing furniture, clothes and household objects
which belong to the person (household) at the time of the claim, a car and/or another vehicle.



3. Behavioral conditions for minimum income support

A recent trend in social assistance is to link receipt of minimum income support programs
with changes in recipient’s behavior, and/or behavioral changes in their unit of assistance
(conditional cash transfers). Behavioral conditions are those which prize an active behavior or
sanction passive behavior; positive behavioral conditions have the purpose of providing incentives
for an active behavior while negative behavioral condition have the purpose of sanctioning passive
behavior. Conditions are usually attached to child benefits, unemployment or income transfers. Most
OECD and EU countries attach labor market participation conditions to social assistance which are
considerably stronger, more binding and more strictly enforced in the ‘old” EU Member States
compared to the newer members of the EU. Annex 4 presents behavioral conditions related to
activation in selected OECD and EU countries. Work related conditions emerged in Europe in the
1930s. In the 2000s, and especially at the time of the crisis and in the post-crisis period, new
instruments of active social policy were introduced, especially to influence the behavior of
beneficiaries of minimum income support (Box 1).

Box 1: Active Social Policy
Social assistance can play more significant role in combatting poverty and social exclusion among prime-aged persons
if social policies become more active in terms of helping working age benefit recipients overcome the obstacles to
entering into paid work. Active social policies combine early and tailored interventions, greater focus on integration
services, mutual obligations on both clients and providers to cooperate in the activation process, and reforms of
benefit systems to remove disincentives to work. In many OECD countries substantial progress has been achieved in
promoting active social policies by putting employment integration at the heart of social policy however these policies
are not a silver bullet. Not everyone can be expected to participate in the labor market, and getting people into jobs
will be insufficient to avoid exclusion if people do not keep the jobs, if the wages the jobs pay are not high enough to
escape poverty, ot if they offer little prospects for skills development and career progression. Hence, policies aimed at

>

integration into employment must be complemented by measures to “make- work-pay” and to assure adequate

income for those for whom integration or re-integration into the labor market is more difficult to achieve.

A consensus is also emerging in a number of countries on applying an approach based on the principle of “mutual
obligations” — that the commitment and effort society makes to assist beneficiaries requires that they in turn do their
best to take steps to find work or engage in other productive activities. The pay-off of such policies in the future is
higher income and self-sufficiency, as well as higher employment rates for the economy as a whole. Reaping these
benefits requires promoting welfare-to-work reforms, starting welfare-in-work reforms, moving beyond work as the
only focus of policies and strengthening the effectiveness of programs targeted to persons for whom work is less
feasible.

The rationale for active social policy rests with the fact that prolonged lack of a job is a primary driver of social
exclusion for prime-aged individuals. Its consequences are especially dire because many of these prime-aged persons
have important family responsibilities. Research on 11 European countries in 1996 shows that unemployed persons
are, on average, close to three times more likely to fall into poverty than the working-age population at large, and
more than two times more likely to experience different forms of material deprivation. The likelihood of inactivity
increases exponentially among groups exposed not just to joblessness but to multiple disadvantages, and when

joblessness extends over prolonged periods of time.

Source: OECD (2005). Extending Opportunities: How Active Social Policy Can Benefit Us All. ISBN 92-64-00794-6.




The importance of promotion of active labor market behavior (activation) grows with the
change of profile of GMI beneficiaries, particularly with the increase of share of those who
are able to work, but are not employed, not in education and training and not looking for
jobs. In Latvia, according to administrative data, since the introduction of the current GMI scheme
in 2003, around half of the recipients are able to work, but most of them are unemployed and not
looking for jobs. Around 32 to 35 percent of all GMI beneficiaries do not work, and up to 5 percent
have child care obligations. The remaining 10-12 percent comprise the working poor whose wages
are low and leave their families below the eligibility threshold for GMI assistance. The GMI is
designed with both positive and negative behavioral conditionalities with which able-bodied
recipients are required to comply. Compared to the majority of GMI schemes in the rest of the EU
Member States, these conditions appear more numerous and stricter. Beneficiaries are ‘treated” with
both incentives and sanctions; they are obliged to co-operate with social workers in order to
overcome the situation through provision of information, personal attendance, participation in
measures promoting employment, acceptance of medical examination, participation in medical and
social rehabilitation.

Latvia has already introduced certain positive behavioral conditions aimed at
encouragement of job search and subsequent reduction of the period of stay on GMI
benefit. Such conditions involve mandatory requirements for job search, acceptance of suitable
jobs or offers for training and re-qualification, as well as co-participation in temporary public work
programs. First and foremost, if able-bodied, applicants for GMI are obliged to register with the
State Employment Agency. This is one of the GMI eligibility conditions. The unemployment
registration is the primary mechanism for linking them to employment services at an early stage,
preferably at application or shortly after they start receiving GMI benefit. This approach is common
in all EU Member States. In the Employment Service, those who are most distant from the labor
market are provided with employment services with priority (Lace 2009) despite that their
‘treatment’ requires more intensive and costly efforts. The able-bodied GMI recipients are obliged to
comply with job search requirements, to look for work and to accept suitable jobs, and to participate
in ALMPs and public works organized by the State Employment Agency.

The incentives for positive employment related behavioral changes are however considered
weak in Latvia from at least three perspectives. First, the co-participation obligation is
conceptualized as an indirect support instrument for promoting attachment to the labor market,
motivating active job search and investment in skills for improved employability. However, a system
has not been developed that co-participation conditions are coordinated not only with the social
work specialist and the GMI recipient, but also with representatives of the State Employment
Agency (Lace 2009). Second, in 2007-2013, the funding for ALMPs is declining notably, mostly due
to reducing allocations from the European Social Fund. This affects the scope of programs that can
be offered to job seekers, especially to those who are hard-to-employ due to long-term labor market
detachment and multiple barriers to employment. In a situation of high unemployment, and limited
financing for ALMPs, those who are the hardest to employ face higher competition and less
prospects for enrolment in ALMPs. An increasing share of long-term unemployed, primarily GMI



recipients, participate in paid temporary public works which may have a negative net impact on their
prospects to get a job on the primary labor market. Third, stronger financial incentives are needed to
reinforce activation building on the experience of other EU and OECD countties.

Latvia can benefit from the already accumulated international experience in providing
incentives for work which suggests different approaches and options for policy solutions.
Many countries are moving towards adjusting the tax-benefit systems to ‘make work pay’. They are
also introducing gradual withdrawal of benefits after GMI beneficiaries start working to cushion the
abrupt loss of income from benefits. For example, beneficiaries could continue receive the full
benefit or a fraction of it for six or more months after taking a job. Similar effects are achieved when
the threshold for exit from the GMI is set at a higher nominal level compared to the threshold for
entry into the scheme. Countries are designing in-work benefits to reward independent job search
and placement, as well as widening the scope of earned income disregards when assessing eligibility
for social assistance to create incentives for taking work which is not yet the case in Latvia. Ireland
for example applies a back-to-work allowance limited to three years and decreasing over time. In the
UK, the long-term unemployed receive a one-time bonus when accepting a new job. France has
introduced earning disregards which allows minimum income beneficiaries to continue receiving
benefits while getting paid up to 750 hours per year (lasting max. 12 months). The Netherlands
operates an internship program for young unemployed, providing a one-time remuneration of 450
euro for three months of internship, while recipients still receive unemployment benefit. A detailed
account of practices in OECD and EU Member States is provided in Annex 3.

Latvia also applies certain sanctions for inactivity. They include reducing the total benefit to the
unit of assistance (e.g. the household) by the amount due to the person who has refused to comply
with the behavioral requirements, or setting time limits for the receipt of GMI. For example, in
Slovenia GMI is provided to able to work benefit recipients for 9 months within one calendar year.
In Latvia, prior to July 1, 2009, the benefit duration for the able bodied was also limited: potential
beneficiaries had to apply every 3 months and up to 3 times within a calendar year, meaning that the
total period of the payment of the GMI benefit could not exceed nine months in a calendar year.
Amendments were made to the Law on Social Services and Social Assistance and since July 1, 2009
these restrictions were abolished.

Monthly administrative data on beneficiaries is used to investigate the degree of
dependency on GMI. Using monthly administrative data from local governments on GMI and
housing benefits, we look at trends in GMI benefits receipt. Due to data being available eatlier for
larger cities, we restrict the sample of municipalities to seven municipalities/cities covering benefit
information for about 45 percent of the population from 2006 to 2012 (see Box 2 for a discussion of
the sample selection criteria). We then check for the later years whether a similar pattern is observed
between the seven municipalities/cities and those municipalities not included in the eatlier years of
the database.



Box 2: Social Assistance Data and Sample Selection Criteria

The data was taken from a micro-level database on the receipt of GMI, housing benefits, and ‘other benefits’
for 109 Latvian municipalities and 9 cities. Kandava municipality is the only missing municipality as they use a
different database to record information. Other benefits consist mainly of family benefits that are not means
tested, such as maternity benefits, paternity benefits, parental and lone-parent benefits, child birth and child
care benefits, family state benefits, state social security benefits, disabled child care, survivors’ pensions, and
funeral benefits. Other benefits also include disability benefits for other adult members of the household.

A common database system was rolled out in Latvian municipalities from 2005 at different times and we use
data for the seven municipalities/cities for which we find that the data are sufficiently complete since the year
2006; the database implementation was completed at within different timeframes in municipalities, with small
municipalities generally finishing later than Republican cities. The basis for this selection is a comparison of the
statistics from the local government databases on benefits with the aggregate figures provided by the Ministry
of Welfare. We do not use any data for the year 2005 because for this year we do not have any comparison
data from the Ministry of Welfare. Our observation period is thus January 2006 to July 2012, i.e. 79 monthly
waves.

The criterion we use for determining data quality is that the deviation of the number we calculate from official
figures should be smaller than 20 percent. For Jurmala, Riga, and Valmiera, data quality is best and deviations
are below 10 percent in all years; Ventspils and Liepaja have in some years deviations between 10-15 percent
or 15-20 percent, respectively; there is a deviation of more than 20 percent in one single year for Preili
municipality (2009) and Rezekne (2010), but we include these nonetheless. For most other municipalities, data
of sufficient quality is only available for 2010 or 2011. Thus, our data covers about 45 percent of the total
population.

The scope for possible GMI dependency in Latvia is seemingly not large because of the
small size (coverage) of the program and the short time spent on benefit. Administrative data
indicate that the GMI in Latvia is very small, the percentage of people receiving GMI for at least one
month is smaller compared to the similar indicator for other benefits (Figure 2), which means that
welfare dependence where existing would affect a very small group of people. In fact, no more than
4 percent of the population at any one time received GMI over the crisis (Figure 3). Two-thirds of
GMI recipients receive it for less than 20 percent of the time (over a time period for which data has
been analyzed, January 2006 to July 2012), and around 30 percent of GMI beneficiaries are on the
benefit for only 5 percent of the total time covered by the data. People from Riga and poorer people
tend to be more dependent on GMI. The number of spells per person is low, with 40 percent of
recipients having only having received GMI once (Figure 4). Few GMI recipients spend more than
six continuous months on benefits, with many getting no more than three months of GMI support
in one spell (Figure 5).



Figure 2: Share of People Receiving Different Benefits in Latvia for at Least One Month
(percent of population who received a benefit for at least one month in sample period)
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Source: World Bank based on administrative data from the Ministry of Welfare.
Note: The data covers the period January 2006 to July 2012.

Figure 3: Benefit Program Incidence, 2005-2012
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Sonrce: Wortld Bank calculations using data from the Ministry of Welfare, the State Employment Agency and local
governments.

Notes: Other benefits consist mainly of family benefits that are not means tested, such as maternity benefits,
paternity benefits, parental and lone-parent benefits, child birth and child care benefits, family state benefits, state
social security benefits, disabled child care, survivors’ pensions, and funeral benefits.



Figure 4: Number of GMI Spells Per Individual
(number of separate time periods for which a person receives GMI)

all seven municipalities / cities
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Source: Wotld Bank calculations using data from local governments.
Note: Every individual is allocated to the city where he has had most of his spells. The data covers the period
January 2006 to July 2012.

Figure 5: Distribution of GMI Beneficiaries by Time Spent on GMI Benefit
(percent of recipients by number of months on GMI)

all seven municipalities / cities
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Source: Wotld Bank calculations using data from local governments.

Note: The data covers the period January 2006 to July 2012.

Examining data for all municipalities from 2011, we see that trends in the share of people
receiving GMI have been similar for the seven municipalities/cities analyzed above and the



excluded municipalities. Most of the municipalities other than the seven used in the analysis
above started recording complete data on benefits from 2010 or 2011 (see Box 2). Looking at
benefit receipt from 2011, the patterns of benefit receipt have been similar between the seven
municipalities/cities and the other municipalities. Coverage of GMI and housing benefits are slightly
lower in these other (mostly smaller) municipalities and GMI benefit amounts per beneficiary
slightly higher in the seven municipalities/cities. Furthermore, the shate of people receiving GMI
outside these seven municipalities has followed a similar path to the seven municipalities/cities for
which data is available for a longer time period (Figure 6). Namely, the share of people receiving
GMI peaked around March 2011, declined in summer and fall of 2011, rose slightly again in late
2011, and fell in early 2012. The decline and subsequent recovery in 2011 was sharper outside the
seven municipalities/cities, but other than that, the pattern was similar in both locations.

Figure 6: GMI Program Incidence: Comparison of Trends in Seven Municipalities/Cities
and Other Municipalities
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Source: Wotld Bank calculations using data from local governments.

The behavioral conditions that promote job search and employment will be more effective if
some of the ‘generic’ disincentives of the income and asset test are addressed. The design of
the Latvia GMI ‘suffers’ from such inherent disincentives as much as any other guaranteed
minimum income program that applies such tests. Identifying eligibility with a means test by its
nature creates certain disincentives for recipient families to earn, save and invest in productive or
household assets since this affects their eligibility for GMI, as well as the amounts they would
receive. Another source of design disincentives is the GMI benefit formula which determines the
due benefit as the difference of the maximum amount due to a certain unit of assistance and its
actual income. This means that any additionally earned income will be fully taken away from the unit
of assistance. The disincentives can be also associated with the benefit generosity. In principle,



standalone GMI is not generous (18 percent of the subsistence minimum in 2004 and 22.2 percent
of the disposable income in the poorest quintile according to 2011 SILC survey) but if ‘packaged’
with other benefits, such as housing allowance and other municipal benefits, state benefits which are
disregarded in the income test, social services and associated rights, might provoke disincentives to
make the transition from social assistance to work.

4. GMI performance outcomes

GMI eligibility restrictions in Latvia translate into specific performance characteristics of
the GMI scheme: a combination of good targeting accuracy, but low coverage and low benefits
adequacy which restricts the benefit’s poverty impact. Certain implementation arrangements, such
as frequent re-certification of eligibility (every three months) also contribute to improving targeting
accuracy. Figure 7 shows that the GMI is better targeted to the poor than the other means-tested
benefit—the housing allowance; the main difference between them being in the institutional level of
their design (central versus municipal).

Figure 7: Targeting Performance of the Main Social Assistance and State Benefits in Latvia,
by quintile, 2010
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Source: Latvia SILC 2011. World Bank staff calculations.

The Latvia GMI is very well targeted to the poor. With a targeting accuracy of 90 percent
(meaning that 90 percent of the total budget allocated for GMI in 2011, is transferred to individuals
and families belonging to the poorest 20 percent of the Latvian population), the Latvia GMI ranks
among the best targeted last-resort social assistance programs in the new EU Member States and
Eastern Europe. Almost all allocation for GMI reaches units of assistance which belong to the
poorer 40 percent of the population, while “leakage’ of resources to the richest quintile is virtually



nonexistent. This very high targeting accuracy is in striking contrast with the distribution of the
categorical state family and child care benefits in Latvia which could be even regressive in certain
cases. Compared to the GMI, the housing allowance - also means-tested but with a decentralized
eligibility determination, is less effective in reaching the poor. From design perspective, the main
reason for accurate targeting relates to the very strict eligibility criteria, and especially to the low
income threshold that qualifies for GMI. Other reason is the small benefit due (which is the
difference between the low income threshold and the actual income of the applicant unit of
assistance) combined with complicated application procedures which undermine the motivation for

applying.

The Latvia GMI has low coverage. Eligibility restrictions also translate into low coverage which is
also supported by administrative data, as stated earlier. According to SILC 2011 data, only 3 percent
of all the population'” and close to 14 percent of the poorest 20 percent of it receive GMI (Figure 8).
This compares pootly to several programs in the Europe and Central Asia region which cover in the
upwards of 40 percent of the poorest quintile.

Figure 8: Coverage of GMI and Other Municipal and State Benefits in Latvia, by quintile, in
2010
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13 As already mentioned in the Executive Summary, this is consistent with administrative data showing that around 2 -3
percent of the population of Latvia is receiving GMI benefit. Nationwide, the number of GMI recipients started to
decrease in 2011 and 2012. In early 2012 over 63 thousand people were accessing GMI (around 3 percent of the total
population), but by the end of 2012 the beneficiary numbers had decreased to 41 thousand persons, or 2 percent of the
total population



Eligibility restrictions translate into low generosity and low poverty reduction impact. The
GMI program does not appear to provide adequate income support. It contributes little to incomes
of its recipients; income support is only meaningful for those in the poorest quintile—22.2 percent
of household disposable income of those in the poorest quintile comes from GMI. Comparing
benefit levels to the ‘at risk of poverty’ line'* also suggests that GMI beneficiaries in Latvia are
significantly worse off compared to people receiving such benefits in most other EU countries.

The performance of GMI is not tracked consistently by the Ministry of Welfare with
administrative, qualitative or household budget data which could be useful in terms of understanding
how to adjust the design of GMI in order to improve targeting accuracy, coverage of the poor and
welfare impact. Recently the UK Department of Work and Pensions is launching higher emphasis
on control systems in social assistance, including audit or the means testing instrument. It may be
worth investing in such information systems for ongoing evidence-based policy making. Details on
this policy initiative are provided in Annex 5.

5. Conclusions and policy recommendations

The GMI benefit in Latvia offers very limited support to the poor. The review of the basic
principles of GMI design suggests that Latvia is operating a limited in scope minimum income
program. It is very narrowly targeted and has very low coverage which means that there is a large
gap where people and families are with insufficient resources but not eligible for GMI and not
‘captured’ by the safety net. As such, the GMI benefit offers support to a very limited part of the
poor. Some of its design features undermine its capacity to ensure resilience to shocks and crises,
and to open opportunities for human capital building. Parametric GMI reforms can be implemented
to reinforce its protection and promotion functions.

Policies should ensure equal access to benefits and equality of treatment of GMI
beneficiaries across poorer and richer municipalities. This issue is exacerbated by the entirely
municipal financing of the GMI which is burdensome for the poorer municipalities which logically
experience higher financing needs and bigger difficulties in mobilizing local resources. Richer
municipalities can increase the local GMI levels above the centrally set minimum standard while the
poorer municipalities are at risk of not meeting even the minimum standard. The municipal
equalization fund should earmark funds for meeting the minimum GMI financing standards. The
benefit level setting should take into account not only the municipal ability to finance, but also the
factors affecting GMI adequacy, and its role as a poverty alleviation instrument. Rules for update
(e.g. indexation) can be introduced to guarantee a certain level of GMI purchasing power over time.

Policies should ensure that the poorest of the poor are reached with the GMI benefit. More
detailed and repetitive audits of the GMI means test are needed. At this point, with SILC data it was

14 The at-risk-of-poverty rate is the share of people with an equivalised disposable income (after social transfer) below the at-risk-of-
poverty threshold, which is set at 60 % of the national median equivalised disposable income after social transfers.



possible to understand that the majority of the benefit budget is allocated to the poorest 20 percent
of the population, but it was not possible to go deeper and understand whether the GMI reached
the relatively richer or the relatively poorer among the poorest quintile, e.g. the poorest 5 percent.

Policies should ensure that GMI does not encourage dependence on social assistance. Such
dependence has proved to be detrimental for human capital development in the long run, affecting
negatively the next generations. The GMI design analysis, as well as the analysis of the profile of
GMI beneficiaries using administrative and household survey data, does not indicate existence of
such dependence at this point. This does not preclude however using good practice examples from
other countries that encourage earning and increasing incomes and assets which would eventually
lead to leaving the social assistance scheme. Moreover, in the 2000s, many EU Member States move
more ‘aggressively’ towards rewarding efforts to leave the safety net and take a job, using for
example in-work benefits and broader income disregards.

Overall the Government’s objective of most efficiently using of public funds for GMI can be
met if the municipal and state benefits become better integrated into a system with
common objectives, good coordination of design and implementation, along with common
mechanisms and information systems for program tracking and evaluation.
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Annex 1. Guaranteed minimum resources programs in selected EU Member States: General program description and

financing

(status as of July 1, 2012)

Country Objective Type of program Level of design and implementation Financing
Latvia To ensure a minimum level of income for General non- contributory The Guaranteed minimum income (GMI) | The Guaranteed minimum
each member of needy households whose minimum /subsidiary safety net | level as well as eligibility conditions, income benefit is paid out by
income level is lower than the level of income formalities, calculation and payment local municipalities and from
set by the Cabinet of Ministers procedures for the GMI benefit are set the municipal budgets
by central government.
Benefits are organized and paid locally
Austria To provide a decent life for people who are Last-resort social assistance/ Centralized design, managed on Local - primarily by lander
not able to cover their daily costs of living or subsidiary safety net that regional level by the district (province) and social
those of their family members with their own complements own resources. administrative authority and the assistance associations,
resources. Needs-oriented guaranteed municipalities possibilities for refinancing
minimum resources / general from local communities
non-contributory system
Belgium Integration income which should ensure a Last-resort social assistance/ Benefits are established at federal level Partial funding by the
minimum income to persons without sufficient | subsidiary safety net that but granted locally by the Public Centers | Federal State, the Public
resources and unable to procure them by complements own resources for Social Assistance Centers for Social Assistance
personal effort or other means. and the municipalities in case
of deficit
Bulgaria To provide minimum income for people who Specific non-contributory Designed and organized centrally; Central budget
do not have the necessary means to meet minima system/last-resort administered by Agency for Social
their basic needs social assistance/subsidiary Assistance and Centers for Social Work
safety net which are de-concentrated bodies of the
Ministry of Labor and Social Policy
Cyprus Public assistance aimed to ensure socially Social welfare services Central design Central budget
acceptable living standard to categories of
persons and families residing in Cyprus
Czech The fundamental goal is to ensure basic Guaranteed minimum support Organized centrally; provided/paid Financed from the Central
Republic needs for living and housing. The principal benefit/general (uniform) through de-concentrated bodies - the budget (general taxation)

condition is low income and impossibility to
improve it by own effort (work, use of
property and other priority claims)

system with specific conditions
and obligations for different
categories of people

Labor/Employment Offices




Country Objective Type of program Level of design and implementation Financing

Denmark Activation measures and social assistance Guaranteed minimum support The social assistance and activation Combined central and local
aimed at supporting people with insufficient for non-able to work, including measures are designed centrally and - 50% state and 50%
means to meet her/his requirements and the with disability; activation for executed by the municipalities municipalities
requirements of her/his family able-bodied

Estonia The fundamental aim of the scheme is to Specific non-contributory The benefit is centrally designed and the | Central budget, financed from
guarantee that after paying for housing minima system / last-resort Parliament establishes the minimum general taxes
expenses (within established limits) families social assistance / subsidiary subsistence level yearly. Benefits are
or single persons still have means equivalent safety net delivered by the local governments
to the amount of the subsistence level

Finland The goal of the benefit is to ensure at least Specific non-contributory Centrally designed and paid by the Financed by local authorities
the minimum subsistence for the person or minima. Last-resort social municipality in the area of which the
family assistance scheme / subsidiary person (family) resides

safety net

France To ensure a minimum income for persons General or specific non- Designed and set at national level. Central budget
without resources, to promote professional contributory minima. Last-
activity whilst fighting against exclusion resort social assistance scheme
guarantee a minimum income for persons / subsidiary safety net
capable of working

Germany Social assistance - tax-financed scheme of Specific non-contributory Designed centrally, administered by the Central budget financing for
means-tested minimum resources to secure a | minima for pensioners, local authorities the benefit for those who are
material and socio-cultural subsistence level working-age (capable and not able to work, tax financed (for
for beneficiaries who are capable or incapable | capable to work) and certain categories) and local
of working and who do not earn a sufficient jobseekers budget financed (for other
income in order to meet the needs of the categories)
domestic unit or who do not receive the
necessary support from other people

Hungary To ensure a minimum standard of living for Specific non-contributory Both benefits are centrally designed and | Central budget with limited

those persons of active age who are not
employed; to ensure a minimum standard of
living for persons in old-age

minima / subsidiary safety net
for the regular social allowance
and fixed amount for the
unemployment

administered by the local authorities

co-financing by local
authorities - the benefits are
financed for 80-95% from the
central budget and for 20-5%
from the local governments’
budget




Country Objective Type of program Level of design and implementation Financing
Ireland To ensure minimum resources General non-contributory All schemes are organized and Central budget
minimum - Supplementary implemented at state level
Welfare Allowance provides
differential flat-rate cash
benefits for persons whose
means are insufficient to meet
their needs. Specific non-
contributory minima: A range
of contingency related non-
contributory schemes are
available to persons with
limited means
Italy Cash or in-kind support to guarantee Last-resort social assistance Legislative functions (program design) Combined financing — by
availability of minimum resources as defined and services — in-kind support and administration of benefits for the the central budget and local
by local criteria means intervention by social poor are transferred to the regions authorities
workers (Article 132 of Law No. 112 of 1998).
Some of these competences are
delegated to municipalities and local
entities. Every municipality, acting in
accordance with regional legislation and
depending on the available budgetary
resources, implements its own policies
of social intervention on its territory
Lithuania Cash social assistance is provided to families Last-resort social assistance / Centrally designed and paid by Centrally financed; on a pilot
and single residents unable to provide subsidiary safety net municipalities from targeted subsidies basis, five municipalities pay
themselves with sufficient resources for living allocated to them from the national cash social assistance from
It comprises both Social Benefit and budget (on a pilot basis, five their budgets
Reimbursement for the Cost of House municipalities pay cash social assistance
Heating, Hot Water and Drinking Water from their budgets
Nether- To provide financial assistance to every Last-resort social assistance National norms are established. In Central budget
lands citizen resident in the Netherlands who addition, local municipalities can provide
cannot provide for the necessary costs of other allowances
supporting himself or his family, or cannot do
so adequately, or who is threatened with such
a situation
Poland The aim is to enable people and families to Last-resort social assistance / Benefits are centrally designed and Central budget

deal with problems which they are not able to
overcome with their own resources

subsidiary safety net

organized by units of central and local
administration in cooperation with
organizations such as foundations,
associations, the Catholic Church, other
churches, religious groups, trade unions,




employers and natural and legal persons
Country Objective Type of program Level of design and implementation Financing
Portugal Universal scheme for all residents who are in Specific non-contributory Centrally designed Central budget
a situation of socio-economic deficiency minima / subsidiary safety net
aiming at ensuring that individuals and their
family have sufficient resources to cover their
basic needs, while promoting their gradual
social and professional integration
Romania Social Aid, Heating Energy Allowance, Natural Central government-controlled social Financed by the central
Gas Allowance and Solid Fuel or Oil Allowance assistance scheme budget, administrative cost is
The Social Aid is aimed at covering the basic covered partly by the local
needs by guaranteeing a minimum level of budgets
income, according to the solidarity principle
Slovakia To ensure a minimum income for those Universal non-contributory tax- | Organized centrally, and delivered Central budget
unable to maintain their basic living financed scheme / subsidiary through integrated Employment and
conditions safety net Social assistance offices which are de-
concentrated units of the Ministry of
labor, Social Assistance and Family
Slovenia To help secure minimum level of material Specific non-contributory Centrally designed and administered Central budget
security, for reasons beyond their control; to scheme locally; granted by Social Work Centers
provide funds to meet the minimum needs at
a level which allows the basic subsistence
Spain No nation-wide program for minimum income | No general non-contributory Regionally organized (disability and old Local - financed by
guarantee; regional programs aiming at minimum. Specific non- age). Centrally organized autonomous communities, for
minimum income support differentiated by contributory minima (unemployment assistance) state of material need.
type of vulnerability and risk Central budget- non-
contributory benefits for
persons in pre-determined
situations of need
Sweden The assistance is given when a person (or a Social assistance is a form of Social assistance is organized locally Social assistance financing is
family) is temporarily (for a shorter or longer last resort assistance decentralized — financed by
period) without sufficient means to meet the municipalities
necessary costs of living
United Income support for people who are not in full- | Last-resort social assistance for | Centrally designed and implemented Central budget
Kingdom time work, or not obliged to register as the stated groups
unemployed, and whose income is below a
minimum level
Source: MISSOC Database, February 2013




Annex 2. Guaranteed minimum resources programs: main design characteristics in selected EU Member States

(status as of July 1, 2012)

Country Principles for determination Benefit base Impact of family composition Indexation rules Variation with benefit
of GMI benefit amounts duration
Latvia Nominal amounts determined No No variation depending on family The Cabinet of Ministers Unlimited duration, no
annually by the Cabinet of composition; benefit is per capita, adjusts the amount variation with time. Prior to
Ministers except for a limited period of time in according to the possibilities 1st July 2009, the total
2010-12 when the benefit per child of the annual budget in period of GMI payment could
was set at a higher level than the annual negotiations with the not exceed 9 months in a
benefit per adult. Adult — LAT 37; Latvian Association of Local calendar year; abolished 1st
Child — LAT40 and Regional Governments July 2009
Austria The benefit is linked to Subsistence Differentiated minimum standards for | Annual adjustment with the Unlimited, renewable
minimum standards minimum single persons and single parents, increase in compensation
(compensation supplement) spouses and cohabiting partners, and supplement
that are fixed for food, minor children, assuming economies
clothes, personal hygiene, of scales from cohabitation
household items, heating and
electricity as well as needs for
participation in social life
Belgium . . - . . . -
Nominal amounts — Subsistence Implicit economies of scales are Automatic adjustment any Unlimited, renewable
differentiated minimum assumed when determining the time when the consumer
amount for cohabiting partners. price index varies by 2%
Combination with child and family
benefits is allowed
Bulgaria G - . - . . e . o ) .
overnment decision on No, set with Implicit equivalence scales arrived at No specific indexation rules Unlimited benefit duration,

differentiated minima
depending on age (child or
adult), employment status,
disability, school attendance
and income status. The
benefit base is the guaranteed
minimum income (GMI) of
BGN 65 (€33)

annual budget
acts

through the differentiated coefficients.
The amount of the differentiated
minimum income is lower if the
claimant lives with other person(s) of
working age; the amount of the
differentiated minimum income is
higher for persons living alone, single
parents and for parents who take care
of a child with disability

for the GMI. The
differentiated minima can
change with adjustments of
coefficients

no variation with time




Principles for determination

Benefit base

Impact of family composition

Indexation rules

Variation with benefit

Country of GMI benefit amounts duration
Cyprus The basic allowance is defined | Subsistence Implicit equivalence scales: 0.5 Adjustments based on the Unlimited, renewable
as nominal amount with minimum increase of the nominal benefit for yearly consumer price index
differentiation for dependent every dependent person over 14
family members based on age years of age; 0.25 increase for every
dependent person under 14 years of
age
Czech . Nominal and differentiated Living minimum Implicit equivalence scales: €133 for Government rises annually Unlimited, renewable
Republic amounts set by law - monthly | and Subsistence single person; €122 for the first the Living minimum and
amounts of System of minimum defined person in a household; €110 for the Subsistence minimum if CPI
Assistance in Material Need by law second and other persons who are not | growth for sustenance and
benefits are determined based a dependent child; €68 per child personal needs exceeds 5%;
on the monthly amount of under 6 years; €83 per child of 6 - 15 | indexation can be more
Subsistence minimum years; €95 per child 15 - 26 years old | frequent in case of
CZK2200 (€£85) extraordinary circumstances
Denmark Soci . - . . .
ocial assistance - monthly 80% of the Implicit equivalence scales. Basic Adjustment once a year For persons under 25 years
amounts with possible unemployment amount for single persons of 25 years | according to the adjustment receiving assistance since 6
supplements for family benefit or more: €1,390; basic amount for a rate continuous months, the
support, housing, participation person with at least one child: assistance will be reduced
in activation or individual €1,847. Amount for persons under 25
training years, who do not provide for their
child/ children in their home (@) living
with one or both parents: €432, (b)
living separately: €896
Estonia . - - - . . . . . o
Subsistence benefit is linked Minimum Implicit equivalence scales. Single No automatic adjustment No maximum duration;
to subsistence level set on the | consumer basket person or first person in the renewed monthly
basis of minimum expenses set with household: €76.70 in 2012. Each
for food, clothing, footwear government following household member
and other goods and services decision (including child(ren): €61.36
which satisfy primary needs
Finland Nominal amount - basic social By law Explicit equivalence scales: single Adjustment once a year in Unlimited, renewable

assistance benefit for the first
adult and equivalence scales

person €461.05 and single parent
€507.16 per month; additional 85%
for other persons at least 18 years of
age; 73% for child 18 years or older;
70% for each child 10 to 17 years old;
63% for child under the age of 10

accordance with the index of
national pensions




Principles for determination

Benefit base

Impact of family composition

Indexation rules

Variation with benefit

Country of GMI benefit amounts duration
France Nominal amount - Active By government Implicit equivalence scales - single Annual adjustment with Unlimited; renewal every 3
solidarity income decision person: €474.93; single-parent family | consumer prices growth, months
with 1 child: €813.16; couple with 2 tobacco excluded
children: €997.35; couple with 3
children: €1,187.32
Germany Nomi - . . . . - . L
ominal amounts. The ceiling Subsistence Implicit equivalence scales: €374 for Annual adjustment with the Unlimited, renewable
is determined with a sample minimum persons living alone or for single growth of average wages and
survey of income and parents; €219 for children under the average prices of goods and
consumption, and based on age of 6; €251 for children aged services
the actual expenditure of between 6 and 14; €287 for children
households in the lower from the age of 14 and above
income range (the lower 15%
for normal requirements of
adults and the lower 20% for
normal requirements of
children
Hungary . . - . . . . -
Nominal amounts for the 90% of minimum Implicit equivalence scales: income is The amounts of the benefits Unlimited, renewable
regular social allowance; the old-age pension supplemented to 80% of the depend on the minimum old-
income of the family is minimum old-age pension in case of age pension which is usually
supplemented to 90% of the an old-aged person with a spouse; to revised yearly, however, in
minimum old-age pension 95% of the minimum old-age pension | 2011-2012 the amount of
in case of one-person households the minimum old-age
below 75 years of age; to 130% of pension was not revised. The
the minimum old-age pension in case adjustment belongs to the
of one-person households above 75 competency of the
years of age government
Ireland

Nominal monthly rates for the
Supplementary Welfare
Allowance

By government
decision

Implicit equivalence scales. Single
person: €806; couple without
children €1,347; couple with one
child: €1,476; couple with 2 children:
€1,605; couple with 3 children:
€1,734; single parent family with one
child: €935; with two children: €1,064

No automatic adjustment

Unlimited, renewable




Principles for determination

Benefit base

Impact of family composition

Indexation rules

Variation with benefit

Country of GMI benefit amounts duration
Italy . . ) o
The regulations vary according to the regions and the municipalities
Lithuania . . . . . ' . . . - .
Cash social assistance is By government Explicit equivalence scales. The Benefits adjusted at irregular | Social Benefit is unlimited
defined as nominal amount decision monthly benefit level, is 100% of the intervals according to but reduced for long-term
difference between the actual income governmental decision based | recipients. The reduction
of a family or single resident and the upon price index equals to 20% if Social
State Supported Income of LTL350 Benefit is paid 36 to 48
(€101) per person per month for the months; to 30% if paid 48 to
first family member, including the 60 months; to 40% if paid
cases where Social Benefit is granted for more than 60 months. In
only to a child (children), 80% for the this case no Social Benefit is
second member and 70% for the third granted to beneficiaries
and any additional family member without children
Nether- Nominal amounts - monthly Minimum wage Implicit equivalence scales: married The standard rates are linked | Unlimited, renewable
lands net standard rates (excluding couples/ cohabitants with or without to the statutory minimum
family benefits) for persons children: €1,336.87; lone parents: wage; they are indexed two
aged 21 to 65 €935.81; single persons: €668.44. times per year
Lower rates for single persons aged
18-20
Poland Nominal amounts with By government No equivalence scales. Differential Set by the Government every | Unlimited, renewable
maximum and minimum limits | decision benefit payment, minimum benefit is three years by reference to
PLN20 (€4.74) per month; maximum the threshold of social
benefit is PLN418 (€99). The exact intervention
amount depends on the decision of
the Social Assistance Center
Portugal

Social integration income is
linked to a reference standard
— Index for Social Support
(1AS) currently corresponding
to €189.52

IAS (%-age of)

Explicit equivalence scales. For the
claimant/ beneficiary: 100% of the
amount of the social integration
income and IAS - €189.52; for each
adult: 50% of that amount; for each
minor: 30% of that amount

Indexation in line with the
social pension from the non-
contributory system on an
annual basis, and in line with
the indexing reference of
social support IAS (for
certain benefits)

Unlimited, renewable




Principles for determination

Benefit base

Impact of family composition

Indexation rules

Variation with benefit

Country of GMI benefit amounts duration
Romania . . - . . . L
Social Aid benefit is linked to Subsistence Explicit equivalence scales. The The amount of the Reference | Unlimited, renewable
RSI - Reference Social minimum set by monthly amount of the Guaranteed Social Indicator (RSI) is
Indicator equal to RON500 Government Minimum Income / maximum Social adjusted by Government
(€112) decision Aid varies with the number of family Decision, based on the
members: single - 0,25*RSI; 2- Consumer Price Index
member family - 0,45*RSI; 3
members - 0,63*RSI; 4 members -
0,78*RSl; 5 members - 0,93*RSI.
Families with more than 5 members
receive 0.062*RSI per person,
starting with the sixth member
Slovakia _ . . . . . -
The Benefit in Material Need Subsistence Implicit equivalence scales for the Annual adjustment of the Unlimited, renewable
amounts are derived from a minimum basic Benefit in Material Need: Subsistence Minimum on 1
subsistence/living standard € 60.50 for singles, € 115.10 for July of each calendar year
indicator, differentiated single parents with 1 — 4 children, which takes into account the
between first and second adult € 105.20 for couples without children, | increases in the net income
and child. Benefit amounts are € 157.60 for couples with 1 — 4 (or in the costs of living of
lower than the living standard children, € 168.20 for single parents lower-income households)
amount with 5 + children, € 212.30 for from the first quarter of the
couples with 5 + children. Flat previous year to the first
supplements for specific categories, quarter of the actual
Health Care Allowance, Protection calendar year. A further
Allowance for pensioners and adjustment can be made by
disabled; Activation Allowance for the Government on 1
able-bodied in back-to-work programs | September
Slovenia

Nominal amounts for Financial
Social Assistance

Minimum income
indicator

Implicit equivalence scales: first adult,
or a single person or an adult who is
in institutional care - €260.00;
increased amounts for first adult, or a
single person who is economically
active, or young registered
unemployed. Reduced amount for
single person who is permanently
unable to work or elderly. Reduced
amounts by 50% for every next adult
person, depending on status. Reduced
benefits for children and differentiated
depending on birth order and
education status

Social Assistance and
Supplementary Allowance
are adjusted in parallel with
adjustments of the Minimum
Income. The Minimum
Income is adjusted according
to the legislation regulating
adjustments of transfers to
individuals and households.
Indexation temporarily
suspended until 31
December 2014

Financial Social Assistance is
granted for up to 3 months
first time; can be prolonged
for 6 months if circumstances
remain unchanged; in special
cases benefits may be
granted for a maximum of 12
months. Unlimited for those
whose social status is not
likely to improve and who
fulfill other conditions




Principles for determination

Benefit base

Impact of family composition

Indexation rules

Variation with benefit

Country of GMI benefit amounts duration
Spain Nominal amounts. The %-age of Unemployment Allowance equals to Annual adjustment in the Unlimited, renewable
Unemployment Non- minimum 80% of IPREM. For long-term General Budget Act taking
contributory allowance is subsistence unemployed over 45 years, there is a into account the rise in the
linked to Public Income Rate indicator - IPREM. | special 6-month allowance varying national average wage, the
of Multiple Effects IPREM. In 2011, IPREM from 80% to 133% of the IPREM Consumer Price Index, the
The Active Integration Income | was €17.75/day; according to the number of dependent | general trend of the economy
is also linked to IPREM €532.51/ month; family members. Active Integration and the economic
€6,390.13/ year Income equals to 80% of the IPREM possibilities of the system
Sweden Monthly maximum nominal By decision of Implicit equivalence scales. Single Annual adjustment with the Unlimited, renewable
amounts are linked to cost of central person: €335; couple: €605; consumer price index
food, clothing and footwear, government and Children: from €197 to €373,
play and leisure, disposable local authorities depending on age. For common
articles, health and hygiene, expenditures in the households a
daily newspaper, telephone special amount is added depending on
and television fee the size of the household, and varying
from €106 to €241 (for 7+ persons)
U‘nlted Nominal amounts not linked to | By government Implicit equivalence scales. Monthly Adjustment normally once a Unlimited, renewable
Kingdom a poverty line or subsistence decision net standard rates (excluding family year with reference to

standard

benefits) for persons aged 21 to 65:
Married couples/cohabitants with or
without children: €1,336.87; Lone
parents: €935.81; Single persons:
€668.44. Lower rates for single
persons aged 18-20. Lone parents
and single persons can get additional
allowance from the municipality for
housing costs

movements in prices
(earnings in the case of
Pension Credit)

Source: MISSOC, status as of July 1, 2012




Annex 3. Design and implementation features of programs that incorporate
activation: Lessons from international experience

List of abbreviations

ARGE Arbeitsgemeinschaft or jobcenter, Germany

BA Public employment service, Germany

CCT Conditional Cash Transfer

CWI Center for Work and Income, The Netherlands

EC European Commission

ECA Europe and Central Asia

EU European Union

MISSOC The EU's Mutual Information System on Social Protection
OECD Organization for Economic Cooperation and Development
PRWORA Personal Responsibility and Work Opportunity Act

TANF Temporary Assistance to Needy Families

SSN Social Safety Net

Uuwv Administrative office for employed persons insurance, The Netherlands




History and Overview

There is a good deal of international experience in incorporating the promotion agenda into social
safety nets in general, and into programs of last resorts in particular. Examples include programs in
the USA, Western Europe and increasingly from Latin America and Eastern Europe (Grogger, J.
and L. Karoly, 2005; Grogger, J. et al. 2002; R. Blank 2002). Overall, attention to graduation of
social welfare beneficiaries became a focus of Social Assistance systems in the USA and Western
Europe starting in the 1970s. Earlier reform measures attempted to rationalize and better integrate

social assistance programs with social and employment services.

In the USA, a major policy change Box 3: Chile Solidario program

took place in 1996 when Congress

passed the Personal Responsibility | The Chile Solidatio program is designed to provide comprehensive
and Work Opportunity ~ Act support to the approximately 225 thousand poorest families, or about 5

known as “PRWORA Reforms” | Pereent of the population of 17 million. The objective of the program is

lank. R. 2002: Haskins 2006). 1 to help each family meet 53 minimum living conditions across seven
(Blank, R. ; Hlaskins )- 1t dimensions, including individual and property identification, health,
was based on a paradigm shift education, family dynamics, housing, employment and income. This
that recognized the need for | represents a holistic and unique approach to supporting extremely poor
welfare policy to improve the families. Trained counselors undertake personalized diagnostics of a

rospects  of its beneficiaries household, its assets, constraints and goals and help draw plans that
p hp h hasizi ) families commit to follow to achieve targets across these seven
rather than emphasizing INcome |y .nsions. Social workers monitor families and assist them in achieving
supplementation and  poverty | et goals by advising and linking them to a range of services, including

alleviation. This could be achieved | health, education, psycho-social support, micro credit and public
by helping the needy to become | employment services.

self-sufficient, which in  turn Payment of cash benefits begins after signature of an individual contract

required integration of active | and is limited to two years during which the value of benefit gradually
support measures and mutual declines. Women receive benefits on behalf of families and sanctions

obligations in assistance | apply in the event of non-compliance with commitments.

programs. Subsequently, cash Chile had to reform its public employment services to serve Solidario

transfer programs such as the | beneficiaries who face multiple barriers to employment. This work
Temporary Assistance to Needy | included activation clements such as improving employability through

Families (TANF) introduced provision of adult literacy courses, training and skills. Employment

. counselors had to be re-trained to work proactively with clients who have
activation elements, namely an
no strong attachment to the labor market.

obligation to work, lifetime

eligibility limits and referral to social and employment services.

In Latin America and elsewhere, a different social assistance instrument, Conditional Cash Transfer
(CCT), employs many of the same principles as activation policies, in particular conditionality, that
link receipt of benefits to changes in behavior. Typically, CCT programs promote access to social
services (such as health and education) that help recipients build their human capital. Some, CCTs,
notably Chile Solidario are used to address multiple barriers and promote a holistic approach (see Box
3). Experience with CCTs added to the knowledge of how to design and implement programs with



conditions. (See Fiszbein A. and N. Schady Conditional Cash Transfers: Reducing Present and Future
Poverty.  For a description of new CCT-like pilots in New York City, Dallas, Chicago and
Washington, DC see: http://www.time.com/time/nation/atticle/ (Time, April 8, 2010 and Opportunity

NYC http://opportunitynyc.org/.

In Western Europe, major reforms took place in Germany in 2003-05, called “Commission for
Modern Services in the Labor Market”, more commonly known as the Harsz Reforms and in the UK,
called the “New Deal” (Policy Exchange 2008, Tergeist, P. and D. Grubb, 2006). Nordic countries,
notably Denmark and Norway, also reformed at about the same time (Kvist, J. and L. Pedersen
2007, Duell et al. 2009). Even after the reforms, Western Europe’s welfare policies have been
relatively more generous, and are based on recognition of social rights and the state’s responsibility.
Minimum income guarantees and less restrictive time limits on eligibility are more typical of the
European activation policies than those of the US. Adoption of activation policies is a way to strike
a balance between protection and the need to reduce heavy welfare spending (OECD 2007a and
2007b). Compared with those of the US, welfare policies in Western Europe have been more
proactive in helping the unemployed to find employment, putting employment integration at the

center.

By the 1990s and 2000s, activation became a feature of the social safety nets (SSN) in almost all
OECD countries and it is increasingly used in Eastern Europe and Latin America. Yet evaluation of
activation policies shows that they are expensive to administer and implement, and they are not
always effective for all types of beneficiaries (OECD 2005; EC 2006; Burt, M. and D. Nightingale
2010). Evaluations further show that well-designed and well-targeted programs may have a positive
net impact, but poorly designed and targeted programs most often do not (van den Berg et al, 2000;
Finn D. 2008). Evaluations of CCTs are more positive, showing that they are quite effective in
encouraging school attendance and lead to improved nutritional outcomes and overall welfare level.
Still, most OECD countries that introduced activation as a part of their SSNs continue these
policies, while constantly innovating. The popularity of activation policies can be attributed to the
fact that activation targets two objectives: an economic objective, by increasing the probability of the
unemployed finding jobs, productivity and earnings; and a social objective, by improving inclusion
and participation associated with productive employment. This duality helps assure political support
for these policies across the political spectrum. CCTs are also increasingly appearing around the
wortld as a pro-active social assistance instrument.

There is no simple, universally applicable blueprint for activation policies. The best approach is to
start with a toolkit of good practices, pilot interventions and implementation arrangements on the
smaller scale, and then evaluate to find out what works and why.

Good activation programs are tailored to the needs of beneficiaries. They are designed following
understanding the profile of SSN ‘clients” and the specific barriers to employment in their families
and them personally which activation should address. Jobseeker profiling is used in a growing
number of OECD countries to assess the strengths and weaknesses of unemployed clients, estimate



their chances of finding work and design corresponding intervention strategies. Profiling is usually
designed to filter out various easy- and hard-to-place categories of jobseekers, which are offered
services of different intensity. Prediction accuracy is therefore an important element in the efficiency
of a profiling system, since low accuracy can lead to considerable waste of employment service
resources. Despite that profiling techniques differ, the principle is common: profiling systems
attribute a “sor” to the inflow of new registrants and divide them into ‘categories’, which in
principle reflects the risk that they will become long-term unemployed, that allows to determine
what menu and level of service will be offered to them, along with their ‘distance’ from the labor
market which allows determining the level of effort which will be put in the activation of the
respective registrant (see Box 4).

Box 4: Determining Beneficiary Categories through Profiling in the Netherlands and Germany

The Netherlands has one of the strongest experiences with profiling. In 1999, it introduced the ‘chance-meter’
as a tool to determine jobseekers distance from the labor market. With the help of a checklist and a decision-
making matrix, the CWI counselor assesses the jobseeker’s personal situation, occupational and skill profiles
and capacity for independent job search. Four groups (phases) of jobseekers are thus established. Those with a
significant chance of finding work quickly, i.e. within six months, are placed in Phase 1 and normally stay with
CWI. The remainder are interviewed a second time to establish their membership of one of the other phases
and to determine an advice with regard to reintegration activities, when transferring them to one of the other
service providers in the chain (UWV or municipalities). Phase 2 and Phase 3 jobseekers are considered to have a
chance of finding work either within a year or after more than one year respectively, with the help of labor
market instruments. Phase 4 clients are considered to have only small chances of finding work, due to serious
barriers. Sixty to seventy percent of CWI inflow is profiled into Phase 1 and the remaining 30% to 40% into
Phases 2 to 4. In terms of stock, however, the distribution is much more slanted to the hard-to-place: in May
2005 out of almost 700 000 unemployed persons 18% were in Phase 1; 20% in Phase 2; 29% in Phase 3; and
27% in Phase 4 (with some cases undecided). There is considerable dissatisfaction in the Netherlands with the
current profiling model. Above all, its predictive power has been relatively unsatisfactory: in only 3 out of 5
cases is CWI accurately predicting the timing of exit from unemployment, while many in Phase 1 find work only
after 6 months, and many in Phase 2 or 3 find work more rapidly than predicted. The latter type of client is
therefore transferred too rapidly to the UWV or municipalities, before the CWI has had a chance to undertake
any placement effort. In addition, UWV and municipalities undertake their own profiling, before classifying their
clients into target groups contracted out to private providers. The Ministry of Social Affairs and Employment has
evaluated the profiling system and will probably replace it, starting in late 2006 or 2007, by a classification of
jobseekers into two groups based on their capacity for independent job search.

Germany also classifies jobseekers into four groups: (1) ‘market clients’ who need no support since they are
expected to find a new job rapidly; (2) those who need support with motivation and job-search strategies; (3)
those with skills deficits or other obstacles that need specific measures; and (4) clients who are not considered
placeable within the next 12 months (after which they will be transferred to the local ARGE). The BA
concentrates its efforts on client groups 2 and 3, and has been criticized for hardly spending any effort on group
4, although it suffers a financial penalty for every person that becomes long-term unemployed. The ARGE
usually adopt the BA.s four-way classification, but they have a much higher share of group 4 clients than local
BA offices. Only after transfer to an ARGE do they receive the intensive service corresponding to their official
designation (Betreuungskunden).

Source: Peter Tergeist and David Grubb. Activation Strategies and the Performance of Employment Services in Germany, the
Netherlands and the United Kingdom. OECD Social, Employment and Migration Working papers No. 42.
DELSA/ELSA/WD/SEM(2006)11




Good activation programs are built . . . .
prog Box 5: Examples of financial incentives in OECD countries

on the principle of mutual obligation,

also known as rights and responsibilities, | Back-to-work bonus: Ireland: back-to-work allowance is limited to
and combine incentives and three years and decreasing over time; UK: long-term unemployed
sanctions. Good activation policies receive a one-time bonus when accepting a new job; Australia:
Employment entry payment — lump sum paid when entering

are those that succeed at moving

welfare recipients  to work. The employment, eligible every 12 months.

nutnal  obligations ptinciple is an Earnings disregard: France: Continue to receive minimum income
example of conditionality, and it | benefits while getting paid up to 750 hours per year (lasting max.
involves effort and public investment | 12 months); Netherlands: Internship program for young
in helping welfare beneficiaries, who unemployed, one-time remuneration of 450 euro for 3 months
are in turn required to commit to internship, while still receiving unemployment benefit; Belgium:
For the long-term unemployed and unemployed older than 45

using the newly available

ce . years old, non-market work arranged by Local Work Agency to a
opportunities in the most effective ) _ o
C e maximum of 45 hours a month, net wage is set by municipality.
way. An individual-level framework

of incentives and sanctions serves to | Source: Banerji A (2006)

encourage beneficiaries to make full

use of such opportunities. Titles of successful activation programs often already reflect the
incentives and project the image of rewarding reintegration in the labor market, e.g. in case of UK’s
“New Deal” these are called Jobseekers Allowance; Income Support and Employment Support
Allowance.

The mutual obligation is a vehicle for promoting employability but also a powerful targeting
instrument in social assistance. Sanctions and conditions in activation are centered on strict
obligations to actively search for jobs. Beneficiaries are required to make use of opportunities to
increase their employability and exercise greater flexibility in adapting to labor market conditions,
including accepting less attractive employment options when better options are not available and
mandatory participation in community work. Sanctions, such as benefit suspension, are imposed
when beneficiaries fail to comply with obligations. Other measures include limiting the duration of
benefits and reducing the value of individuals’ benefits as their length of unemployment increases.
For more details on the benefits and concerns related to employment behavior related
conditionalities for SSN beneficiaries in OECD, see Box 6.



Box 6: Targeting: The right mix of rights and responsibilities, for the right people, at the right time

The attraction of a ‘rights and responsibilities’ approach is that it potentially increases employment while
improving the targeting of minimum safety nets. By imposing more demanding behavioral conditions for benefit
receipt, it makes work relatively more attractive and limits opportunities for benefit claims that might be
considered “undeserving” (e.g. those with incomes from undeclared employment or a strong preference for
leisure). At the same time, work-related behavioral requirements seek to improve employability. Both effects
would in theory reduce the number of beneficiaries, and this effect can be further strengthened by providing job-
search assistance and other employment-oriented support. With a reduced number of beneficiaries and stronger
work incentives, more adequate support is feasible for those who need it most.

But a second concern of targeting efficiency is that those unable to achieve self-sufficiency should not be left
without sufficient support. As discussed, the downside of stringent requirements is that they can make support
inaccessible for some. Sanctioning those unable to comply reduces benefit expenditures but clearly makes no
sense from a redistribution point of view. Policymakers would likely be concerned if sanctions for failing to
comply with work requirements are frequently applied to individuals who are in fact not ready for work.
Evidence suggesting such a pattern in the US shows that this is a real danger (Pavetti et al., 2003). For instance,
decisions about sanctions can be affected by administrative error with potentially grave consequences for
sanctioned families. In this context, a transparent and efficient appeals process, while costly to operate, is an
important element of an effective benefit administration. By providing some evidence on the frequency of
unjustified sanctions, it can also help uncover structural problems, such as insufficient resources to properly
account for clients’ circumstances. Children, who are directly affected by benefit cuts but can do little to avoid
them, are a group of particular concern (although many countries implicitly recognize this by protecting child-
related benefit amounts from sanctions, this does not protect children from deteriorating living standards
caused by cuts in non-child-related benefit components). This issue can in principle be tackled from two sides.
First, behavioral obligations and the sanctions that back them up, should take account of individual
circumstances. Second, those who are not job-ready can be given an opportunity to participate in programs
aiming to overcome employment barriers.

Participation in these support programs can be made mandatory. Other work-related support measures should
seek to address barriers that are not primarily related to the employability of the individual (e.g. childcare for
parents). Targeting is therefore key forboth ends of the mutual obligations. In view of the wide heterogeneity of
the group of minimum-income benefit recipients, implementing effective targeting mechanisms presents a major
challenge.

Source: H. Immervoll. Minimum-Income Benefits in OECD Countries: Policies and Challenges. OECD, 2009.

A personalized and proactive approach combined with a range of options for individuals and their
counselors to choose from is essential. Most advanced activation programs moved towards an
individual and flexible approach, acknowledging diversity (e.g. age, experience), becoming relevant
to the individual’s needs, wishes, and priorities. The steps for such an approach include: the
assessment of needs and constraints (most vulnerable groups typically face multiple constraints),
mapping needs and different programs through the development of a personal plan (programs and
services not directly related to the labor market are likely to be important), referrals, service




integration, counseling, and follow-up. Frequent and personalized interventions of agencies during
individual’s unemployment spell are also a feature. Most OECD countries introduced much more
frequent contacts with the responsible labor or social offices. Some countries go as far as classifying
beneficiaries into categories depending on their level of remoteness from the labor market (i.e. the
UK and Germany).

Connecting beneficiaries to supplementary services such as childcare, retraining, counseling, job
subsidies, job placement, and abuse counseling, is important. Welfare recipients often face multiple
barriers to entering the labor market. These may include employability barriers: work skills, training,
experience; behavioral; health issues (alcohol, drug, depression, etc.); physical health problems,
disabilities; mobility barriers related to transportation, childcare, bring a single-parent; other barriers
(language, domestic violence, criminal record). A good referral system is instrumental in addressing
barriers. Quality of supplementary services is critically important.

A case-management approach is critical. A case manager is a social worker who is trained to: deliver
an individualized approach to individual beneficiaries, based on their specific situation and potential;
to determine which activation services would work best and facilitate effective referral; and track the
progress of beneficiaries and introduce remedial action when needed. A good case manager is able
to secure the trust of beneficiaries and full involvement in designing and implementing a personal
graduation plan. Maintenance of regular contact and provision of psychological support are
important when dealing with hard-to-serve recipients. ~ Most OECD programs rely on case
management.

It will be necessary to reform institutions that currently function as sources of handouts, so that they
function as brokers to provide tailored support and guidance. Such institutional reform will link
those subject to activation policies to support that will help them increase their earnings. Changes in
institutional arrangements and greater coordination across institutions are necessary. Advanced
activation programs introduce innovative service delivery arrangements such as one-stop shops. One-
stop shops are designed to reduce transaction costs for beneficiaries by co-locating services such as
employment and welfare. Convenience and client-friendly environment are important consideration.
A step further is the functional integration of the employment services and social assistance into a single
service provider.

Stepping up the role of unemployment registration should be considered as an immediate step
towards greater functional integration of employment and social assistance institutions. Most of the
OECD countries’ legislation ‘prescribes’ mandatory registration as job seeker. The registration can
serve as a referral to services offered by the employment counselors which should be a part of the
mutual obligation contract. The registration should take place in parallel with claiming social
assistance, with no waiting period, to reduce as much as possible the duration of stay on passive
social transfer.



While there is a critical role for a coordinating agency or ministry, no single entity can deliver all the
requisite services. For some services (training, child care, psycho-social support), government
agencies need not be the primary providers; it is best to encourage multiple providers, while at the
same time ensuring quality standards and coordination. OECD countries increasingly rely on private
delivery of services (e.g., for training,

employment services, and public
works if any). Contracting out service
delivery for the national and local Box 7: Prioritizing Youth in Argentina

governments through flexibility and ,
The Argentina Youth Program targets youth aged 16-24

accountablhty, (based on the example who have not completed secondary school. Youth register

of the UK) is one way to improve at employment office and sign contract. This provides
cost-effectiveness. The government’s | access to tutors who advise them on available services:
role in these situations has been to labor orientation and employability workshops, referrals to
establish overall priorities, ensure | adult education services; referrals to professional training
quality, and provide ﬁnancing, courses; short internships with employers; job placement.
especially to address equity concerns. The participants receive a stipend as long as they are
participating in an activity. They can also receive bonuses if

Finally, since activation requires | they successfully certify their education level or complete
numerous multi-dimensional policy training course. The program duration is up to 2 years, but

changes many countries implement it can be extended to 3 years if individual is attending
5

in phases, gradually encompassing new education or training courses.

target groups. It is quite common to

start with activating narrow groups

that respond to incentives most first,

and then scale up to other vulnerable groups. Australia, Argentina, the UK and the Netherlands for
example have temporary employment programs targeted on/y to long-term or young unemployed.
Given the specific profile of young unemployed, they have introduced innovative activation efforts
as the so-called ‘Intermediate Labor Market’ programs (UK) which builds on the concept for
‘transitional jobs’ in the USA and involves access to jobs that are as close as possible to regular
employment; combining work expetience with skills training and/or numeracy and literacy training.

Conclusion: A balance between protection and promotion - how
much of activation is appropriate?

Activation is only one of the goals of social policy, and it is sometimes at odds with other goals.
Society values independence, self-sufficiency and responsibility, but it also wants to care for the
needy. It is difficult to determine why people are not working or, if they are working, why their
earnings are so low, but the reasons will determine whether they need care or activation. A good
social protection system balances care (understanding that it may create work disincentives, and
trying to minimize them), and activation (understanding that sanctions applied to those who instead
need care will harm them, and trying to target better).



Activation is not a substitute for a safety net and there is always a portion of the population that
needs to be protected, since it would not be able to respond effectively to work incentives. In
addition to the international experience lessons, two home-grown experiences, one ongoing and one
completed provide lessons for both design and delivery of activation policies.



Annex 4. Guaranteed minimum income programs: behavioral requirements and benefit sanctions in selected EU and
OECD countries

Country Registration as | Job search Job acceptance | Work and /7 Implications of Other behavioral conditions
unemployed requirements | and exceptions | or social refusal / sanctions
integration
requirements
Latvia Required Yes Suitable job Work — Total amount of Beneficiaries are obliged to co-operate with social workers in
required benefit is reduced by order to overcome the situation through provision of
. the part of the person information, personal attendance, participation in measures
SI - required who has refused promoting employment, acceptance of medical examination,
participation in medical and social rehabilitation
Australia Required Yes, proof na Yes From ‘warning’ to Behavioral requirements can be extended to other family
every two 100% benefit members
weeks withdrawal
Austria Required Yes ‘Reasonable’ na Denial of benefit Cooperation with employment services
work, exceptions
related to age
(men over 65;
women over 60)
Belgium Required Demonstration | Obligation to Yes Benefit (Integration Participation in employment, social integration or
of willingness accept ‘suitable’ income) can be denied | individualized social integration project offered by the
to work, and job. Exceptions to a person who is not | municipality
evidence of are possible for willing to work
job search health reasons
Bulgaria Required for at To have not Exceptions for Work - Denial of benefit to Could be identified and included in the Individual
least 9 months rejected any able-bodied with required the person who have Employment Plan
before claiming jobs offered or | care respon- refused job or
social assistance qualification sibilities, health training, first refusal —
courses conditions, full- 1 month; second — 1
offered by the time students year
Employment and pregnant
Offices women
Canada Required Yes Yes Yes Up to 100% Regular confirmation of circumstances; verification periods

withdrawal

vary by provinces




Country Registration as | Job search Job acceptance | Work and / Implications of Other behavioral conditions
unemployed requirements | and exceptions | or social refusal / sanctions
integration
requirements
Czech Recipients, No specific Accept any job, Yes Participation is To actively look for a job, accept any employment,
Republic unless independent even short-term obligatory and is participate in active employment programs, public works,
employed, must job search or less paid. subject to verification. public service
register with the requirement Exclusions due to Refusal to participate
Labor Office as but willingness | age, health results in exclusion
jobseekers to work is status, disability form social assistance
basic condition | or family receipt
for being situation (care
treated as a responsibilities)
person in
material need
Denmark Required Required for Appropriate job Work - Payment is suspended | Behavioral requirements are extended to other family
both spouses required if the beneficiary or members
his/her partner refuses
without sufficient
reason to participate
in activation measure
or repeatedly fails to
report on job search
Estonia Required Required To be available Yes Refusal to grant the Fulfillment of other conditions and activities can be agreed
registration with for suitable work benefit to those in an individual job searching plan
the Estonian capable of work and
Unemployment aged between 18 and
Insurance Fund pensionable age, who
are neither working
nor studying and have
repeatedly refused,
without reason,
training, or suitable
work or have refused
take up of social or
employment services
Finland Required Required Required, Work - 100% benefit Action plans mandatory for certain groups; regular
suitable job required withdrawal for 60 to confirmation of circumstances

90 days




Country

Registration as

unemployed

Job search
requirements

Job acceptance
and exceptions

Work and 7/
or social
integration
requirements

Implications of
refusal / sanctions

Other behavioral conditions

France Required Obligation to Suitable job Work — na To take the necessary steps to generate one’s own activity
look for work required or to participate in integration activities
Sl - required
Germany Required Required for Take up of Yes From 10% to 100% Specific conditions for (a) the basic security benefit - to take
beneficiaries reasonable job withdrawal for 1.5 to 3 | part in all work-oriented inclusion measures; to enter in
capable of Exemption for months integration agreement with the job center; (b) for
working and people with occupational integration benefits; (c) for the starting
persons living disability and allowance and loans for self-employed beneficiaries. Take up
with them in a | those taking care of services provided by the local authorities for the care of
domestic unit for children minor or disabled children and for home care of family
under 3 years members; debt counseling, psychological support and
addiction counseling. Update of action plan every 6 months
Hungary Required for Required Suitable job Work - The entitlement to the | To cooperate with the public employment services; to
benefit for required benefit is terminated if | participate in training programs, guidance, programs which
persons in active the person is deleted help to prepare for work, etc. Proof of independent job
age / from the registry of search every 3 months
employment job seekers due to
substituting his/her own fault, if
benefit (s)he refuses a proper
job, works, cannot
prove that in the
previous year (s)he
pursued a gainful
activity, or took part
in training or labor
market program for at
least 30 days
Ireland Required Jobseeker’s Required Yes 100% benefit All persons unemployed for 3 months must participate in the

Allowance
recipients
must be
available for,
capable of and
genuinely
seeking work

withdrawal for weeks

National Employment Action Plan aimed at assisting them to
enter or re-enter the labor market. Confirmation of
circumstances — every 4 weeks




Country Registration as | Job search Job acceptance | Work and / Implications of Other behavioral conditions
unemployed requirements | and exceptions | or social refusal / sanctions
integration
requirements
Japan Not required Required na Work — no From warning to Confirmation of circumstances every 4 weeks
100% withdrawal
Sl - no
Lithuania Required Required Required Refusal of job offer,
registration with training, public duties
the local office of or works supported by
Labor Exchange the Employment Fund
or another EU may cause suspension
MS employment of, or refusal to grant,
service social benefit
Nether- Required Required. The Required Yes Cut or reduction of The parent is however obliged to attend training courses. If
lands registration with partners of acceptance of benefit in case of non- | the children are aged 5 or older, cases are examined
the Institute for unemployed suitable cooperation. Medical individually to determine the exemption from this obligation.
Employee Benefit | should also employment and social factors are If all attempts are unsuccessful, the social services will help
Schemes look for work taken into account, to find work or training
and childcare
obligations
Poland Required Required Obliged to Work — Refusal to grant or Cooperation with social services; regular confirmation of
undertake required withdrawal of social circumstances; in certain cases proof of independent job
offered work . assistance benefit; search; individual plan
SI - required reduction of
integration allowance
Portugal Registration with | Required Required, any Work — Cancellation of To obtain the benefit, the claimant must accept the
job center is offered job required registration with the obligations stemming from the integration contract. The
required . job center obligations contained in the integration contract include:
S1 — required, accept proposed jobs and vocational trainings; attend
with . courses; participate in occupational programs or other
exceptions

temporary programs stimulating labor market integration or
meeting social, community or environmental needs;
undertake professional counseling or training actions; take
steps regarding prevention, treatment or rehabilitation of
drug addiction and incentives to take up self-employment




Country Registration as | Job search Job acceptance | Work and / Implications of Other behavioral conditions
unemployed requirements | and exceptions | or social refusal / sanctions
integration
requirements
Romania Required No Acceptance of Work — Failure to comply
community work. | required results in suspension
Exemptions for . of the Social Aid
non-prime age One family
recipients, me_mber N
attending obliged to
vocational \_Nork in the
training or interest of the
professional or local authority
other activity
Slovakia Registration with | Required for Suitable work Taking suitable | The person receives The take up of activation allowance is conditional on
the Office of activation work, training only the basic benefit participation in training, municipal works or other suitable
Labor, Social allowance or community in material need work
Affairs and work is
Family is optional for
mandatory for the beneficiary
activation but obligatory
allowance for getting the
activation
allowance
Slovenia Required Required Required Refusal to grant the
acceptance of benefit or benefit
any job after withdrawal in case of
receiving Social voluntary termination
Assistance for a of employment,
certain time, i.e. refusal of job offer or
9 times in the refusal/ abandonment
last 12 months of ALMPs
Spain Required Required Yes, suitable job | Yes 100% withdrawal from | Confirmation of circumstances every 3 months and intensive
4 weeks to indefinite interviews every 3 months
Sweden Required Required Required Yes Sanctions exist, they Social assistance is conditional to participation in ALMPs;

vary by municipality

also on intensive interviews, regular confirmation of
circumstances, individual action plans




Country

Registration as
unemployed

Job search
requirements

Job acceptance
and exceptions

Work and 7/
or social
integration
requirements

Implications of
refusal / sanctions

Other behavioral conditions

United
Kingdom

Required

Required

Required — to be
available for ‘all
work’

Yes

Termination of benefit
from 2 weeks to 26
weeks

For Jobseekers’ Allowance - must sign a Jobseekers'
agreement detailing the type of work, hours and activities to
be undertaken by the jobseeker in their search for work;
initial intensive interview with quarterly follow ups,
confirmation of circumstances every 2 weeks, proof of
independent job search every 2 weeks. Requirements can
be extended to other family members afer recognizing
caring responsibility

United
States

Required (for
Food stamps)

Required (for
Food stamps)

Required (for
Food stamps)

Required (for
Food stamps)

100% withdrawal for
minimum of 1 month

Confirmation of circumstances rules vary by state, proof of
independent job search can be required, requirements are
extended to other family members as well

Source: MISSOC, status as of July 1, 2012, and national legislation




Annex 5. Audit of means-testing procedures in the UK

The auditing of the means-testing procedures for last-resort social assistance programs is not
common practice among EU governments. This kind of audit was first launched in the UK, where a
unique audit of means-testing procedures was performed by the National Audit Office in 2011. The
audit has been prepared under the provisions of the National Audit Act 1983 and the results were
presented to the House of Commons. The audit results were summarized in a Report by the
Comptroller and Auditor General (HC 1464 SESSION 2010-2012, 13 September 2011)."

Objective. The objective of the audit was to increase the efficiency of public spending on non-
contributory cash transfers and identify the risks to value for money that arise from the design of
means-testing procedures. The rationale for the audit stems from the fact that means testing affects
13 per cent of public spending in the UK. Over 2009-2010, the UK Government spent £ 87 billion
on means-tested benefits. In an environment of major reforms, it will be difficult to achieve value
for money unless departments understand the impacts of means testing, unless they learn from past
experience and coordinate between programs. The UK Government has announced major reforms
to means-tested benefits as of 2013. These include replacing a number of benefits for those of
working age with a new means-tested Universal Credit, and changing the extent of means-testing: (a)
reforms in the state pensions should reduce the reliance on means-tested Pension credit while (b)
means-testing of child benefits so that the higher-rate tax payer families are not eligible for them as
of 2013.

Scope of audit. The audit covers both the design and implementation of means-testing building on
the assumption that effective implementation and design can address many of the adverse
consequences of means testing, including the burden on clients.

The andit of design encompasses (a) a critical assessment of design choices, such as the type of means

to include in the test, level of complexity of the means test, and whether it can be well or poorly
understood by the claimant; (b) how the costs of the means test are managed and predicted; (c)
impact of means testing on reducing public spending against its costs; (d) gaps in assessing impacts
(e.g. whether departments assess the burden of means testing on claimants such as the cost of
completing application forms and soliciting advice) and (e) to what extent the knowledge of impacts
of means testing has been used effectively and shared across departments, and to what extent it has
been embedded in the design and implementation arrangements of new programs.

The andit of tmplementation focuses on (i) whether administration in the departments that deliver means
testing is streamlined; (i) whether and what kind of rules and procedures are put in place to prevent
error and fraud, to manage overpayments and underpayments, etc.; (iii) what kinds of measures are
undertaken to increase take-up of benefits; (iv) what kind of institutional arrangements support

> The report can be found on the National Audit Office website at www.nao.org.uk/means-testing-2011



targeting and reduce complexity; and (v) what are the effects of interaction across programs
managed by different departments.

The burden on clients 1s assessed through looking at the costs which claimants incur when applying for

benefits or reporting on change in their income or assets. These costs involve: (i) financial costs,
such as the costs for calling a government benefit hotline from a mobile phone; (if) time, such as the
cost of filling a form; and (iif) psychological, including the ‘stigma’ and uncertainty of claiming
benefits.

Methodology The audit applies four analytical methods as follows:

Document review — review of departmental internal and external documents, including departmental
assessments of means-tested benefits, annual reports and accounts; business cases, impact
assessments and departmental research papers and write-ups on consultations, for example on error
and fraud; departmental methodological guidance on, for example, how to assess redistributive
impacts in the HM Treasury Green Book; third party and academic publications to identify the
information available on the impacts of means testing;

Interviews — with finance, policy and strategy staff of departments and agencies which administers
means-tested benefits, as well as HM Treasury. The audit officers also spoke to cross-departmental
teams such as the Child Poverty Unit, and departmental economists. The interviews aimed at
understanding what frameworks are used to apply means testing, identifying issues related to means
testing in programs and proposed reforms. More specifically, the interviews covered the following
areas of discussion: (i) the impacts of means testing, the trade-offs recognized between different
impacts, and how means tests relate to other objectives of benefit programs; (ii) quality of data and
information available on the impacts of means testing, issues of interpretation or definition in
measurement, and clarifications on specific data or analysis, for example the methodology used to
calculate unit costs of administering benefits; (iif) the design choices and different means tests
available, and the consequences of different design choices, and (iv) risks arising from the interaction
of different means tests and responsibilities for coordinating between means tests.

Excpert interviews - with academics and third party welfare experts, also with independent research and
consultancy bodies such as the Institute for Fiscal Studies and Citizens Advice to gauge wider
context and perceptions of means testing and identify impacts of current programs and issues for
proposed reforms. These interviews explored similar questions to departmental interviews but
focused on identifying trade-offs created by means testing, on recent academic evidence of impacts
and on risks arising from interaction between means tests.

Analysis of management and statistical information — departmental, agency and third party data on costs,

fraud and error, take-up, distribution of benefits and incentives to estimate the impact of means
testing on departments and claimants. The internal data sources included financial data from
departmental resource accounts, data on departmental program and administrative costs;
departmental estimates on take-up, number of claimants, changes of circumstances, error and fraud,
overpayments and underpayments, also departmental research on incentives and claimant burden.



The external data sources include Office of the National Statistics published data on distribution of
income, third party research on issues of take-up, incentives and claimant burden, Citizens Advice
data on case load and selected cases, results from evaluations and other sources.

Main findings of the audit The main findings relate to how well the benefits are targeted however
findings of such audits could be broader, in this particular case the audit considered also the effects
of means testing on incentives to work, as well as the costs of delivering and claiming benefits.

Targeting ontcomes The audit revealed that the predominant part of the budget for means-tested

benefits goes to recipient households which belong to the poorest and second poorest quintile of
the UK population—the poorest two fifths of households receive 71 percent of total means-tested
expenditure. It also revealed that the proportion of income made up of benefits in the income of the
poorest quintile is quite high at 34 percent compared to 0.4 percent for the richest quintile.

Poverty impact The audit concluded that means-tested benefits helped achieve social objectives such as
poverty reduction and income redistribution at lower cost than universal benefits. People who
received the Working Tax Credit for example received £3,173 per year on average in 2009-10. If this
amount were provided universally, the cost would have been £122 billion, more than 16 times the
actual expenditure. The Department for Work and Pensions estimated significant benefits to society
of redistributing income from richer to poorer groups based on evidence that £1 of income is worth
morte to a poor person than to a rich one. On average, for every [1 spent by the UK government on
means-tested transfers, there were 75p of additional social benefits as a result of redistribution.
Means-tested transfers proved to be more redistributive than other forms of benefits.

Take up The audit pointed out at low take up of certain benefits; many households in need do not
take up their entitlements to means-tested benefits. The highest take up has been observed with the
last-resort income support, the child tax credit and the housing benefit. The lowest take up was in
the case of means-tested legal aid, carer’s allowance and job seeker’s allowance. Low take up makes
it difficult to target spending to the poorest. Those who do not take a certain benefits for which they
are eligible are most also likely to fail taking up other benefits.

Means-test and incentives The audit revealed that as a result of the withdrawal of benefits and the
introduction of taxes, many people in the UK faced high effective marginal tax rates which have
important effects on incentives to work. The Institute for Fiscal Studies estimated that in 2010, 13
percent of workers faced effective marginal tax rates above 70 percent, while 2.6 percent faced rates
above 90 percent.

How much benefits cost to deliver? The audit looked at the cost per claim of delivering means-
tested benefits. It tends to be higher than the cost of claim for contributory or universal benefit. For
example, the cost of a new claim for income support was £181 and the cost of an existing claim was
£116, while the cost per claim for universal child benefit was £11. The Department for Work and
Pensions estimated that the higher cost for means-tested benefits is largely due to the greater
complexity of assessing eligibility, and the need to take into account changes in financial



circumstances of clients. The cost of benefit delivery takes also into account the impact of
overpayments and underpayments due to mistakes made by claimants and officials.
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Introduction®

The Latvian economy has begun its recovery from recession, with positive real GDP growth having
resumed in 2011, but the effects of the crisis on the labor market are far from over. With fewer jobs
on offer, the risk of staying unemployed for over a year is real for a substantial number of people.
This could result in more social exclusion and poverty.

Between 2008 and 2010, the employment rate in Latvia plunged from 75.8 percent to 65.0 percent
(aged 20 to 64), and unemployment rate surged from 8.0 percent to 19.8 percent. The situation has
ameliorated somewhat, with unemployment falling to 14 percent in 2012. Registered unemployment
echoes LFS-based data. The number of registered unemployed tripled, and increased from 57,000 in
2008 to 178,000 in 2010 and 147,000 in 2011 (annual average stock) (see Annex, Table 7).

The surge in registered unemployment is accompanied by other negative trends. The number of job
vacancies offered by employment services dropped significantly, and the ratio of job seekers to one
registered vacancy rapidly worsened. In December 2009 in Latvia, more than 100 job seekers were
registered per one vacancy. In the third quarter of 2012, the job vacancy rate in Latvia was the worst
among EU10 countries (Annex Table 8). This could lead to longer unemployment spells for many
job seekers in the coming years. Migration is also a significant factor in shaping the labor markets in
Latvia. Between the last two population censuses (2000-2011), Latvia lost 13 percent of its
population: the number of inhabitants declined from 2.377 million to 2.086 million, and negative net
migration contributed to around 190,000 of this decline.

Constraints on public finances associated with the crisis limit the scope of labor market
interventions. However, in the last few years Latvia has significantly increased the funding of
“traditional” employment programs provided through the State Employment Agency (SEA), using
also the resources received from the European Social Fund. Public expenditure on labor market
policies increased from 0.48 percent of GDP in 2008 to 1.34 percent in 2009 but then dropped to
0.69 percent in 2011. Expenditures on labor market policy measures (ALMPs) increased from 0.08
percent in 2008 to 0.51 percent in 2010 but in 2011 fell to 0.33 percent of GDP. Amongst the
costliest programs are the training programs and employment incentives.

The Government of Latvia has been putting in place measures to increase the efficiency of active
labor market policies. The current policy note focuses on contributing background for policy
discussion on an important employment policy concern in Latvia—training programs and
employment incentives—and analyses an international experience in this field relevant to Latvia.

! This note was prepared by Arvo Kuddo, the World Bank (HDNSP)



Training programs

The population in Latvia is highly educated. According to the 2011 population census data, by
educational attainment, for example, at age group 25-29 years, 37 percent of population had higher
education, 21 percent had vocational secondary education or professional education, and 21 percent,
secondary general education (Annex, Table 9). However, at age group 25-39 the number of
population with primary or lower education is also quite significant.

Labor demand in Latvia has yet to fully recover following the crisis. The level of vacancies in Latvia
is very low both in comparison both to the pre-crisis levels and to other EU countries. The available
vacancies are filled very quickly which is not consistent with the idea of notable mismatches between
supplied and demanded skills. In fact, very few businesses report labor shortages (Hazans and
Dmitrijeva 2013). Hence, skills are not the explanation behind the current unemployment situation.
However, from the perspective of longer-term, it is important that the economy focus on increasing
and keeping up-to-date the skills of workers. Enterprise surveys indicate that Latvian employers see
inadequate workforce skills as one of the main constraints to the activity of their firms, with
innovative firms more affected by skill shortages than more traditional firms. Inadequate workforce
skills are a more severe obstacle to firm growth than labor regulations. The percentage of employers
who view inadequate workforce skills as a major obstacle to firm operation (39 percent in 2009) is
significantly higher than that of employers who view labor regulations as a major obstacle (12
percent) (Table 1). Moreover, in the 2000s, the ratio of employers complaining about inadequate
skills levels of workforce increased. It should be noted that since the crisis insufficient demand has
replaced skills as the main limitation for enterprise activity (Hazans and Dmitrijeva 2013).

Table 1: Percent of Firms Identifying Labor Regulations and an Inadequately Educated
Workforce as a Major Constraint in Doing Business

Economy Year Percent of firms identifying | Percent of firms identifying
labor regulations as a major an inadequately educated
constraint workforce as a major
constraint
Bulgaria 2009 12.6 213
Czech Republic 2009 12.2 29.3
Estonia 2009 7.4 30.4
Germany 2005 9.6 7.0
Hungary 2009 8.6 6.4
Ireland 2005 9.6 15.6
Latvia 2009 11.8 39.1
Latvia 2002 4.0 15.8
Lithuania 2009 15.7 40.0
Poland 2009 26.7 36.5
Romania 2009 23.6 43.1
Slovakia 2009 8.6 29.5
Slovenia 2009 14.5 154

Source: World Bank: www.enterprisesurveys.org

In focusing on skills, the skills that workers possess often do not meet the skills needs of employers.
In addition, a skills gap is a critical concern: workers lack certain key skills required in the newly
created jobs. This includes both “hard” skills, such as technical qualifications and competences, and




“soft” or generic skills, such as job attitudes and behavioral skills. Employers increasingly expect job
applicants to have appropriate job attitudes and behavioral skills—the so-called “soft” skills. These
include responsibility, reliability, motivation, commitment, communication skills, and the ability to
work in a team. Technical and vocational qualifications—the so called “hard” skills—are important,
too, but the soft skills are critical for employability (Rutkowski 2011).

Evidence shows that employers do not recruit people based only on their formal qualifications
(vocational or academic), but also look for other competences that add value to their organization.
They prefer flexible workers able to adapt quickly to unforeseen changes.

Following the economic downturn, the rise of employment could stall because available stock of
skills that were employed during the pre-crisis period is different from the skills demanded after the
crisis. This is likely to be the case given the strong sectoral shift away from construction. Those job
losses are unlikely to be recovered. It is difficult for the unemployed who were laid off from
shrinking sectors to re-enter employment without requalification (OECD 2011a).

Lifelong learning and NEET

Upgrading of the labor force, or vertical mobility, is a precondition for rapid structural and
technological change in all countries, for competitiveness in the world market, and for raising the
share of high-value-added products and services in the markets. The world is moving towards a
“lifelong learning” (LLL) system, which means not just improving basic skills of adults, but enabling
them to continue to develop a range of skills, and to enhance their employability throughout their
lives. Investing in education and training after leaving initial education is essential for upgrading the
skills of the labor force.

In practical terms, LLL is distinguished from ‘education and training’ by its emphasis on, inter alia,
the removal of barriers within education and training systems and complementing learning with
non-learning support measures such as guidance and counseling. Such measures enable individuals
to participate in education and training throughout their lives.

One of the Lisbon employment targets dealt with lifelong learning and called for the EU average
level of participation in lifelong learning to be at least 12.5 percent of the adult working age
population (25-64 year age group) by 2010. The Europe 2020 strategy has a goal to reach 15 percent
of the adult population in Europe to participate in LLL by 2020, against a baseline of 7.1 percent in
2000 and 9.5 percent in 2008.

The proportion of the adult population (25-64) engaged in LLL varies from 31.6 percent in
Denmark to just 1.4 percent in Romania. Latvia has a LLL strategy in place since 2009 but

according to the latest Eurostat labor force survey, participation in LLL (7.0 percent) is still below
the EU benchmark (Table 2).

The European Social Fund (ESF) is a major funder of lifelong learning (LLL) across the EU. For the
period 2007-2013, over €32 billion is allocated to corresponding programs, representing 42 percent
of the total ESF budget for this period. An estimated 5 million young people, 5.5 million individuals
with low skills, and 576 000 older people benefitted from ESF supported LLL activities across the
EU between 2007 and 2010.



Table 2: Participation of Adult Population in Lifelong Learning, and NEET, %*

Lifelong learning NEET
2005 | 2012 2005 | 2012 2005 [ 2012
Aged 25-64 Aged 25-34 Aged 15-24

EU27 9.6 9.0 15.7 15.3 12.6 13.2
Bulgaria 1.3 1.5 4.2 4.9 25.1 21.5
Czech R. 5.6 10.8 9.6 16.0 13.3 8.9
Denmark 27.4 31.6 38.8 43.1 4.3 6.6
Germany 7.7 7.9 16.7 18.1 10.9 7.7
Estonia 5.9 12.9 12.6 21.4 10.2 12.5
Latvia 7.9 7.0 14.0 124 10.0 14.9
Lithuania 6.0 5.2 12.7 10.5 8.6 11.1
Hungary 3.9 2.8 9.3 0.6 12.9 14.7
Poland 4.9 4.5 11.2 9.9 13.9. 11.8
Romania 1.6 1.4 4.2 3.7 16.8 16.8
Slovakia 4.6 3.1 7.8 5.7 15.8 13.8
Slovenia 15.3 13.8 28.3 24.7 8.9 9.3
Sweden 174 26.7 25.2 35.5 10.5 7.8
UK 27.6 15.8 33.0 19.9 8.4 14.0

*- Life-long learning refers to persons aged 25 to 64 who stated that they received education or training in the four
weeks preceding the survey (numerator). The denominator consists of the total population of the same age group,
excluding those who did not answer to the question 'participation to education and training'. Both the numerator and the
denominator come from the EU Labor Force Survey. The information collected relates to all education or training
whether or not relevant to the respondent's current or possible future job.

NEET ate defined as youth "neither in employment nor in any education not training". This definition of NEET
includes: (i) unemployed persons (according to ILO definition) not in any education and training; (ii) inactive persons
(ILO definition) not in any education and training.

Source: Eurostat online

While lifelong learning improves employment performance and productivity, there are reasons to
assume that market failures, such as the fears of poaching the trained worker by other firms, or

credit constraints, prevent firms and workers to invest sufficiently in this area (Ok and Tergeist,
2003).

Another useful concept for the analysis of training outcomes is the NEET defined as youth "neither
in employment nor in any education nor training". In particular, the labor market situation of young
people is usually described through indicators such as the employment rate and unemployment rates
or ratios which provide information about the relative situation of young people who already have a
job or are actively looking for one. NEET have caught the attention of policy makers in the EU as a
useful indicator for monitoring the labor market and social situation of youth in the context of the
EUs new Europe 2020 growth strategy and its corresponding Employment Guidelines. In EU27 in
2012, 13.2 percent of the youth where idle while in Latvia the ratio was 14.9 percent and is
increasing.

There is a range of reasons why young people become NEET. For example, NEET can include
early school leavers from education and training that do not find a job, young women taking care of
children, recently graduated people taking time off before taking up employment or young people
who are unemployed between contracts.




The recent increase in NEET figures are mostly a result of the economic crisis which lead to a sharp
increase in youth unemployment, in particular for young men, and made it harder for young people
to make the transition from school into work. Much of NEET is related to the high drop-out rate
from vocational education.

If the programs are properly designed, the State Employment Agency in Latvia could contribute to
improving lifelong learning outcomes in the country and reducing the number of youth neither in
employment nor in any education nor training. For example, Latvia should consider moving towards
a model similar to those implemented in the United Kingdom, the Netherlands, Austria and Finland,
which require the employment office to offer formal education or apprenticeships to youth not in
employment, education or training, at least until the age of 18. Such measures could be combined
with financial incentives given to employers for developing apprenticeship places which has proven
to be efficient in Denmark (OECD 2012a; Westergaard-Nielsen and Rasmussen, 1999).

Training provided by the State Employment Agency?

Training-related ALMPs are the most commonly used strategy worldwide to reduce the risk of
unemployment and increase the employability and earnings capacity of workers who are unskilled,
transitioning from school to work, or simply transitioning through a period of unemployment.
Labor market training is aimed at those who have already left the formal schooling system. The main
objective of training is to increase the employability and productivity of participants. Training can
also play an important role in combating skills shortages in specific sectors and occupations.

Publicly-supported labor market training usually acts through either direct provision (e.g., through
public training institutes) or financial support (e.g., funding training costs and/or subsidizing
trainees). In many countries, governments are focusing on addressing market failures in information
and financing, while leaving more of the delivery to private providers. Training programs can be
concerned with developing basic job readiness or have specific vocational skill content. They may be
comprehensive in terms of their coverage or target specific groups such as the long term-
unemployed, workers displaced in mass layoffs, or young people, often with special attention to
school drop-outs.

In Latvia in 2011, 6.2 percent of registered unemployment stock attended training programs — more
than in any other EU10 countries in the sample (Table 3). The number of participants in training
programs increased from 1,500 in 2008 to 9,800 in 2010 and 9,200 in 2011. This reflects a shift in
emphasis from a “work-first” approach to a “train-first approach” through training and work-
experience programs.

2 Training measures include the following: (i) institutional training (cat. 2.1) covers measures where most of the
training time (75 percent or more) is spent in a training institution (school/college, training center or similar); (ii)
workplace training (cat. 2.2) covers measures where most of the training time (75 percent or more) is spent in the
workplace; (iii) alternate training (cat. 2.3) covers measures where the training time is evenly split between a
training institution and the workplace; (iv) special support for apprenticeship (cat 2.4) covers measures providing
special support for apprenticeship schemes through: incentives to employers to recruit apprentices, or training
allowances for particular disadvantaged groups. (EC/Eurostat 2006).



Table 3: Training Programs in Selected EU Countries

Participated in training programs Year Annual Average Partici-
2011 2010 2009 2008 average costs per pants in
stock of one training
registered partici- programs,
unemp- | pant, Euro | % of total
loyed registered
unemp-
loyed
Bulgaria 2,721 4,694 6,145 8,195 2011 332,921 3113 0.8
Czech R. 4,773 2008 325575 2277 1.5
Denmark ... 79,305 64,906 61,354 2010 206522 12343 38.4
Germany 658,651 774,309 799,139 755,048 2011 5,207,567 10214 12.6
Estonia 2,704 1,451 2,657 1,025 2011 53,220 5503 5.1
Latvia 9,154 9,849 4,856 1,483 2011 147401 3145 6.2
Lithuania 3,619 5,357 4,048 2010 369,219 5554 1.0
Hungary 18,681 13,548 16,424 2010 562,664 2575 3.3
Poland ... 17,419 18,794 106,527 2010 1,964,895 7386 0.9
Romania 15,468 9,841 9,990 24,244 2011 908,337 391 1.7
Slovakia 1,348 943 1,156 2010 398,138 2678 0.3
Slovenia 5911 9,560 33,517 3,421 2011 110,692 4845 5.4
Sweden 18,706 15,492 9,620 10,012 2011 679,020 17518 2.3
United 21,735 2008 1,021,545 13422 2.1
Kingdom

Source: Eurostat online

Expenditures on training programs provided by the State Employment Agency increased from 6.5
million euro in 2008 to 44.4 million in 2010, or almost 7-fold, largely due to allocations from the
European Social Fund. In 2011, 43 percent of ALMPs went to training, while the rest was split
between direct job creation (39 percent) and employment incentives (17 percent) (Table 4; Figure 1).

Table 4: Expenditure by Labor Market Policy Interventions in Latvia, Millions of Euro

2008 2009 2010 2011
Training (Cat.2) 6.53 27.50 44.39 28.69
Employment incentives (Cat.4) 5.92 6.45 9.38 11.62
Direct job creation (Cat.6) 4.23 16.24 37.75 26.00
Labor market policy measures - total 18.03 50.46 92.14 66.99

(Cat.2-7)

Source: Eurostat online




Figure 1: Composition of Spending on Active Labor Market Policies, 2010
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Source: Eurostat, World Bank staff calculations; in World Bank 2013.

Training programs do have their limitations. First, they are relatively costly. By Eurostat data, an
average cost of training programs per one participant in Latvia exceeded EUR 3,000. Second, their
impact will be limited when job opportunities for trained workers are scarce. If there are limited
vacancies in the labor market, participants change from being untrained to being the trained
unemployed, further increasing their frustration. Among the selected EU countries, Latvia had the
lowest job vacancy rate (2012Q3) which may affect training outcomes (Annex Table 8). Finally,
training programs are also associated with deadweight losses (i.e., some workers would have found
jobs without the training). In addition, labor market-related training organized or supported by PES
cannot substitute for general education and cannot make up for the failings of the educational
system.

Training programs provided by PES include measures such as classroom training, on-the-job
training, and apprenticeships, and provide either general education (e.g., alternative high school
certification, language skills, or computer skills) or specific vocational skills (firm- or industry-
specific skills) for unemployed workers outside the education and training system. Some programs
are designed to develop basic job readiness only. The structure of labor market training programs
supported by the Latvian State Employment Agency (SEA) is presented in Table 5.



Table 5: Labor Market Training Programs Supported by the Latvian State Employment
Agency in 2008-2012, 1000

2008 2009 2010 2011 2012%*
Training for unemployed, and
training for unemployed with
voucher method (since 2011)
Entrants’ 1.9 9.7 7.6 8.6 3.6
Exits 1.9 6.2 10.7 4.9 4.8
Employer provided training
Entrants 0.1 0.4 1.1 1.0 0.0
Exits 0.0 0.3 0.3 1.1 0.4
Informal education programs**
Entrants 0.5 19.3 42.7 26.3 9.1
Exits 5.7 17.7 37.4 25.4 11.8
Other training programs***
Entrants 0.2 3.6 8.6 11.1 1.1
Exits 0.1 0.4 6.2 11.0 5.9
Measures to improve
competitiveness*¥**
Entrants 74.7 189.4 182.0 146.4 103.8
Exits 74.7 189.4 182.0 146.4 103.8

Notes: Participations are defined as participations per unemployment spell (i.c., an individual with 2 unemployment spells
and program participation in each spell are double counted)

*-8 months

** - language courses, computer training, drivers’ courses, etc.

*#E- e-training for disabled or persons after maternity leave, enhancing professional skills, further professional training
and professional higher education programs, lifelong learning programs

wirk. PES-provided short training courses, seminars, lectures (5-36 hours) and individual consultations offered to
unemployed in areas such as CV writing, job-finding and interview skills, communications skills, networking, negotiation
skills, etc.*

Source: Latvian State Employment Agency

Training vouchers

Starting from 2011, the Latvian SEA is using training vouchers as the main training tool. The
number of vouchers/beneficiaties are set by a SEA commission for each SEA affiliate (based on the
number of unemployed).

The personalized training voucher is a flexible tool to match the training as precisely as possible to
the individual needs of the job-seeker. The personalized training voucher allows the unemployed
take more specific training in specialties where the demand for training is not very high. The training
vouchers can be used to choose a course offered by training providers approved by the SEA.

® Entrants refers to the number of participants that join or start on the intervention during the year - i.e. the inflow or
new starts. EXits refers to the number of participants that leave the intervention during the year - i.e. the outflow.
* By EC/Eurostat, short courses that only develop a person's ability to get a job - e.g. counseling in job application

methods or interview techniques - should be considered as a form of job-search assistance (category 1).
(EC/Eurostat 2006).




Many countries are using training vouchers in provision of labor market training. Over the past 40
years, the United States has operated a number of targeted training programs, some of which have
used vouchers and voucher-like instruments to let participants determine their programs. The
evidence from the U.S. experience indicates that although vouchers permit maximum consumer
choice and reduce the need for government oversight, vouchers may not lead to optimal results due

to imperfect information and a divergence between government and participant goals (See Barnow
2009 for detailed discussions).

Although vouchers are generally popular with participants, evaluations of U.S. training programs for
poor workers and dislocated (displaced) workers show mixed results: many studies indicate that the
impact of programs with vouchers is often lower than for programs without vouchers for poor
participants, and the evidence is mixed for dislocated workers. When vouchers are used, appropriate
counseling and assessment as well as the provision of provider performance information can
improve the results.

A number of restrictions could be placed on the vouchers:

e The vouchers could be restricted to vendors that meet certain criteria in terms of quality of
training (e. g., curriculum used or placement rates).

e The vouchers could be restricted to particular occupations (e. g., occupations with strong
current or projected demand and/or with high wages).

* The vouchers could be restricted to occupations for which the participant has shown
appropriate aptitude and interest through the assessment.

¢ The vouchers could be restricted in how much tuition they cover.

There are some types of training where vouchers are not feasible, for example, when services are
directly provided by the government and there is no choice in vendors. In addition to direct
provision of training, vouchers are also inappropriate as a tool for employer-provided training. For
direct provision, efficiency can be encouraged through the use of competition or performance
incentive systems. The success of a training program with vouchers may depend critically on the
nature of the vouchers as well as the extent to which the program merely hands out voucher
certificates to those who are eligible, as opposed to providing the participants with labor market
information and data on the effectiveness of potential vendors. Also important is the degree to
which the program provides assessment and career guidance to participants. Provision of
information and guidance may be particularly important for some of the more disadvantaged
populations served by the programs.

Economists tend to favor vouchers over direct provision of training because vouchers maximize
consumer choice. If consumers can select the training program they value most, it will generally
maximize consumer utility and social welfare. Another potential advantage of vouchers is that they
simplify the training process. Instead of a government agency trying to determine the most
appropriate training program for a participant and arranging for the training, in the extreme case all
the agency needs to do is provide the participant with a voucher and perhaps a list of acceptable
training programs. Vouchers may also improve the performance of training organizations. By
forcing training organizations to compete for participants, inefficient providers should be driven
from the market, resulting in survival of the fittest.



A potential problem with consumer choice is that participants in training programs may lack
information about the labor market prospects for particular occupations or the success of specific
training vendors with participants. Note that there are three different types of potential information
failure here: (i) participants may lack labor market information about occupations in demand and
wages that are paid; (i) they may lack information about how successful various vendors are in
placing their participants; or (iif) they may misperceive their capabilities for various occupations and
training programs. The first two information failures can be dealt with by providing information to
the participants, but the third requires an assessment of aptitudes and interests as well as guidance to
the participants.

The empirical evidence on vouchers for targeted training programs from the USA suggests that
vouchers lead to smaller earnings gains than a more prescriptive approach. All the voucher programs
(as well as other programs) that have positive impacts include assessment, counseling, and screening
of vendors. The evidence indicates that vouchers alone are insufficient to guarantee that training
programs are effective.

Austria has several voucher schemes operated by the individual federal states and the chambers of
labor. Funding levels vary. In the Tyrol, vouchers can be worth up to €500, with 25 percent of costs
provided by the government. The State Training Account in Upper Austria provides bonuses and
member discounts for employed learners and 80 percent of the costs for special target groups (low-
skilled workers, workers aged over 40 and women returning to the labor market). About 20,000
participants from the Upper Austrian Training Account have been funded each year.

Personalized training vouchers were introduced in October 2009 in Estonia as well as a parallel
option to procured training. However, vouchers are not awarded for management training, general
social skills or qualities training. During one job-seeking period a customer can use up to EUR 2,500
worth of personalized training vouchers (until 31 July 2011 the ceiling was EUR 959).

In this country, on the whole voucher-based training tends to influence employment more than
procured training. Six months after finishing training employment in the group that used training
vouchers is almost 12 percent higher than in the control group, whereas the impact on employment
in the group participating in procured training is close to 6 percent. A year after training the share of
people in employment is nearly 14 percentage points higher in both treatment groups than in their
control groups.

From the second month after training voucher-based trainings also show a statistically significant
positive impact on income, which increases over the months. Six months after voucher-based
training the treatment group earns almost EUR 107 (63 percent) more than the control group
(combined impact of differences in employment and wages). Over the months the group that
finished procured training earns about EUR 20 more than their control group (Lauringson et al
2011).

On-the-Job Training (OJT)

A small portion of labor market training in Latvia is provided by employers which can provide the
more advanced job-specific technical and vocational skills. A number of studies observe that on-the-
job training and employer involvement and sponsorship are associated with more positive outcomes



than classroom training and programs that do not have connections to the private sector. OJT is an
important channel through which workers upgrade skills and remain competitive in the labor
market, and firms are able to adopt new technologies and innovate. In fact, continuous training for
new technologies (including new organization and business processes) can be best accomplished by
workplace training rather than by more general purpose education if workers have a sufficient
general foundation to be able to learn new skills at a little cost.

Pure on-the job training allows for the direct transition from school to work - generally leading to
better pay in the short run compared to participation in qualifying training programs in a first stage.
However, as the acquisition of skills is restricted to learning on the job and done without
certification, this type of learning is likely to be of less value when moving jobs (Biavaschi et al
2012). Due to the lack of general occupation skills, employability is more limited entailing a higher
risk of ending up in a vulnerable labor market position.

In Latvia, as far as on-the-job training is concerned, employers themselves choose the participants,
and more motivated jobseekers with higher educational and vocational background might enter the
programs first. The companies where the training at employers is carried out are chosen by
commissions at SEA affiliate level (consisting of representatives of SEA, Labor Inspectorate, local
trade unions, and employers).

Language courses, computer training, drivers’ courses, and other PES-provided programs

Quite a significant portion of training programs in Latvia are informal education programs, such as
language courses, computer training, and drivers’ courses. The data on the impact of relevant
training are scant but from the experience of Estonia it is known that language courses had a
positive impact on the employment and income of those who finished training in 2010 (Lauringson
etal 2011).

Furthermore, training programs often focus on short term job-seeking competencies of the
unemployed. Training can be explicitly in job search techniques, along with career counseling and
vocational guidance, or directed at specific occupational skills.

Virtual enterprises

There are other types of labor market training programs that might deserve attention. One of the
new cost-effective forms of training, especially for youth, is virtual enterprises (a practice firm or
simulation models of a business enterprise). The aim is to improve interactive learning, obtain and
develop business skills for work in operating a real enterprise, and introduce jobseekers and students
to the day-to-day business life and labor market realities (Kuddo 2009).

A practice firm is a virtual company and a center of vocational learning that runs like a "real"
business silhouetting a "real" firm's business procedures, products, and services. Each practice firm
trades with other practice firms. It provides a transparent view of internal business processes,
external business relationships, and other business practices.’

> See: http://cms.europen.info/.



European - PEN International is the worldwide practice firms’ network which consists of over 7,800
practice enterprises located in schools, colleges, universities, vocational training institutions,
companies and training centers in 42 countries around the world, offering cutting-edge practical
training to more than 230,000 people of all ages every year. Romania has 1,017 virtual enterprises,
Slovak Republic, 818; Austria, 1,215; Germany, 555; Slovenia, 189; Bulgaria, 71; Lithuania, 46; USA,
304; Czech Republic, 734; Netherlands, 334, and Poland, 35 virtual enterprises.

In some countries, such as in Austria, the virtual firm as a place of learning is a compulsory part of
the curriculum in all schools and academies of business, and is recommended for business training
in all schools. A virtual enterprise is basically a software/training program simulating a small
business, including its financial management, bookkeeping, accounting, marketing, sales and
purchases, human resources, taxation, etc. Since it enables a direct connection between the theory
and practice following the principle of learning-by-doing, it is the optimal method of business
education and training,.

But it is not always the case that virtual enterprises are integrated in the school system. The
accumulated experience demonstrates that they can be aimed at the unemployed and located at the
public employment services, training centers, enterprises, etc.

Box 1: Estonian INNOACT — labor market activation through innovation

A PES study conducted by the European Commission suggests, as a best practice, an experience from Estonia in
providing employers with the skills they need. In this country, PES facilitated a study of employer skills needs
and then referred unemployed people to specific training provisions designed to meet the employer needs (EC
2009).

Employers in the metals sector in the three counties were surveyed to identify their recruitment and skills
needs over the short- to medium-term. The problem of, in particular, small-scale employers not really
understanding their future skills and training needs was overcome by engaging a retired and well-respected
figure in the Engineering Federation to work with employers to identify their needs. This also helped with
disclosure and overcoming problems of trust. The responses were used to identify detailed training needs for
the sector, including down to the level of skills required and the most respected provider of relevant training.
Unemployed jobseekers were selected to participate in training with tests to identify existing skill levels and
suitability for the training provided, i.e. the tests were used to identify specific levels of training required. The
Estonian Labor Market Board provided testing of candidate jobseekers, careers advice and guidance and
matching of candidates to training provision.

The target was to achieve 60 percent beneficiaries finding employment. In fact, this was exceeded easily. Of
the 400 beneficiaries of the program only 20-30 remained unemployed after participating in the project.

Priority rules for participation in training

Usually there is a mismatch between the huge demand for training among jobseckers and the
number of training courses financed by PES. The Latvian SEA is utilizing the principle “first come —
first served”, e.g., the waiting list is based on the order of registration to participate in the program.



Some countries have established priority rules for participation in training. For example, in Russia,
the following groups have priority to undergo training, retraining, and advanced training: the
disabled unemployed, unemployed who have surpassed the six-month period of unemployment,
jobseekers discharged from military service, spouses of military service members, and graduates of
educational institutions, as well as first-time jobseekers (previously not employed) and non-
professionals (without specialty).

Incentives for training providers

In some countries (Bulgaria), in order to improve the outcome of training programs, local
organizations proposing training programs must show evidence of demand for trained workers and
agree to a negotiated job placement rate which may be different for institutional training and for on-
the-job training provided by the employer. Contracts are increasingly performance-based (e.g., the
payment schedule is adjusted accordingly to meet the employment targets after completion of the
program). Indeed, experience from Turkey confirms that performance-based contracting can be an
effective incentive to ensure that training meets the needs of the labor market. The analysis suggests
that placement rates are 20 points higher when providers must meet employment guarantees than
when these guarantees do not exist (World Bank 2010a).

In Latvia, if the employer does not keep the unemployed in the job at least for six months, as
indicated in the training contracts (except for misconduct), then he has to pay back to the
Government the money spent. In the new contract payment system yet to be implemented,
performance-based principles will be used.

In Latvia, all training programs are contracted out. In 2012, private educational establishments
provided 66 percent of the training, and the share of state financed educational establishments was
34 percent.

Penalties for not attending the training course

Employment legislation may establish penalties for those not regularly attending the training course.
For example, in Belarus, the size of the stipend may be reduced by 25 percent for one month or a
trainee may be deprived of the stipend for the same period due to irregular attendance, without good
reason, or breach of discipline and internal regulations of the educational establishment. In Russia,
stipends may be reduced by 25 percent for one month, or payment may be suspended for up to one
month in the case of absence or irregular attendance without good reason. By the Latvian “Support
for Unemployed Persons and Persons Seeking Employment Law”, the basis for the loss of
unemployed person status shall be failure to fulfill the duties of an unemployed person without a
justified reason.

In Latvia, unemployed individuals who do not attend the training without justification have to
reimburse to the Government the training costs (stipend of LVL 70 per month). However, the
training provider will be reimbursed for the time the unemployed has participated in the training, so
he will not lose all the incentives to keep the unemployed in the training course. Another issue is
that some people leave the training or do not take it up since their households would lose GMI
benefit due to the fact that the stipend is taken into account in the income test.



Skills certification systems

One important aspect of a strategy to facilitate and promote the acquisition of job-relevant skills
involves a framework for workers and firms to have clear information on those skills and on
acceptable standards. Skills certification has become important to employers as a quality assurance
mechanism that recognizes and certifies an individual’s skills and competencies. Employers often
report that the existing process of certification is not relevant to their needs; they often find that job
candidates with certification in a particular occupational skill are in fact not competent in that skill

(World Bank 2010b).

Skills certification is often referred to as competency based certification. As modes and pathways of
learning become more diverse, skills certification fulfills many objectives. First, it recognizes skills
and competencies regardless of the way in which they were acquired or of the job-seekers’
educational background. Second, it allows employers to compare individuals’ skills across the labor
market. Third, it is a way to match the skills acquired through training or other means with the skills
required to perform a job. Fourth, its less immediate objectives are to increase occupational
mobility, promote lifelong learning, and enable international and intergenerational comparative
analysis. Often, skills certification can be organized in a national qualification framework, which
defines a single set of criteria for specified levels of learning and thus increases transparency and
eases recognition of qualifications by labor market participants.

Information

Current and accessible information about the labor market is key for students and jobseekers and for
education and training institutions. Students, in particular, need information about the employment
outlook for different educational and occupational groups. Every young person must decide what
education to acquire before entering the job market and which occupation to choose. Ideally, this
decision should be based on objective information. Labor market information is also critical to
educational and training institutions. These institutions need to be familiar with the trends in
occupational demand to be responsive to the needs of the labor market. They also need to know
what specific skills employers require. Then they can use this information to shape their curricula
and training offerings. It is also important for educational and training institutions to collect and
publicize the job status of their graduates (Rutkowski 2011).

In addition to good general labor market information, there exist several other statistical
instruments, including employer-based surveys of current and projected labor market conditions.
Such surveys are focusing on actual and planned job creation and job destruction, and on key
determinants of hiring and firing. The objective of such surveys would be to determine the degree of
labor market flexibility, and to prepare projections on changes in employment and unemployment.
A tracer survey of displaced workers would trace changes in labor market status (earnings,
employment compared to unemployment, career developments), depending on the educational
status of workers or unemployed individuals. Another approach would be to keep track of graduates
from some years after graduation, as part of labor market monitoring.



Medium-term employment forecast for Latvia

The involvement of PES in labor market education and training mainly focuses on the supply side
of the labor market. Though PES increasingly provide and use labor market information, it remains
a challenge for PES to ensure that the information provided in fact reflects current and future skills
needs of the labor market. Employers can play a key role in ensuring that such information reflects
current labor market needs, while PES need more highly qualified staff to ensure that the labor
market information also includes the long-term needs of the labor market.

Medium-term forecast on skills supply and demand in Europe is provided by CEDEFOP according
to which primary sector and utilities, manufacturing, construction and non-marketed services are
expected to be the declining sectors, while distribution and transport, and business and other
services are the expanding sectors (CEDEFOP 2010). By major occupation groups, the growth in
employment is expected among legislators, senior officials and managers, technicians and associate
professionals, clerks, service workers and shop and market sales workers while among other groups
of workers the employment is expected to decline. Results show a considerable shift in labor
demand towards skilled workers implying that future jobs will become more knowledge- and skills-
intensive. In particular, by qualification levels, the demand is expected to plunge among workers
with low qualification and workers with medium qualification levels while the demand for high
qualification workers will surge.

Assessment of training programs

Different impact evaluations of training programs have produced both positive as well as negative
results (Betcherman et al 2004, Kluve 2006, Betcherman et al 2007, Lehman and Kluve 2008, Card
et al 2009). However, the majority of impact evaluations of training programs show positive impacts.

According to the new evaluation studies, labor market outcomes are significantly affected by the
type of training. On-the-job training programs show favorable effects for many industrialized
countries (Australia, Belgium, Great Britain, and Sweden), while programs only with classroom
training tended not to have positive effects on employment and earnings in many cases (Australia,
Belgium, Germany, and Switzerland). The effects on employment probabilities also differ in terms
of the training content. Studies also highlight the value of linking training with formal qualifications.

The effects of training programs on employment for transition economies are almost always
positive. This is consistent with earlier evaluations in transition countries that showed moderate but
positive impacts (Fretwell et al., 1999). Evaluations in Bulgaria, Poland, and Slovakia all conclude
that there is a significantly positive short-run effect from training on the probability of leaving
unemployment for both men and women; however, when medium and long-term effects are
analyzed, only women show positive effects (Poland and Slovakia). In Romania and FYR
Macedonia, evaluations concluded that impacts on both employment and earnings were positive.
Training programs in transition countries also seem to be more cost-effective. Also while training
programs are less effective at increasing employment in the short term than job search or wage
subsidies, they have positive effects over longer time periods, provided that they are well designed.

There are several reasons to believe that the cost-benefit balance for offering training to job seekers
typically will be higher in a recession than when the labor market is less slack. In particular, the



opportunity cost of the time required to train (the “locking-in effect”) is lower in a period when job
vacancies are fewer and unemployment durations longer.” A second reason why it may be useful to
expand training in recessions is that economic downturns appear to be associated with accelerations
of structural change, implying that an unusually large number of job losers may need to change
industry or occupation to become re-employed and, hence, may be likely to benefit from training.
All of these arguments suggest that it may also be desirable to place somewhat greater emphasis on
more general training or longer forms of training during recessions.

An assessment of the impact of training programs on job placements was recently conducted in
Latvia by Hazans and Dmitrijeva (2013). Figure 2 shows that males who underwent occupational
training outperform non-participants (respectively, participants in short term measures) after 4
(respectively, 6-7) months of unemployment, while those who completed informal education
programs outperform non-participants (respectively, participants in short term measures) after 6
(respectively, 9) months. Results for females are similar. Figure 3 shows that when training time is
excluded from the duration of unemployment (as is often done in the literature), the positive impact
of training and informal education programs on outflows to employment shows up without any

delay.

These findings suggest that while short measures to improve competitiveness of the unemployed are
useful, they cannot substitute training and education, especially in the longer term. This claim stands

true also when characteristics of the unemployed are accounted for.

® The locking-in effects refer to the period a person participates in a program. During this period, jobsearch intensity
may lower, because there is less time to search for a job, and also because the individual might want to complete, for
example, an ongoing skill-enhancing activity (Calmfors 1994; Lalive et al. 2001).



Figure 2. Exit to Employment Hazard by Time Since Registration at SEA
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Figure 3: Exit to Employment Hazard by Unemployment Duration Excluding Training Time (if
any)
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Employment incentives’

Interventions to create jobs through employment incentives are controversial since they can have
significant costs and uncertain benefits, especially beyond the short term. One of such measures are
wage subsidies, for instance, subsidies to encourage employers to hire new workers or to keep
employees who might otherwise have been laid-off for business reasons. Wage subsidies provide a
financial incentive to eligible employers when considering the employment of vulnerable job seekers
with barriers to employment. Wage subsidies also aim to increase the competitiveness of job seekers.

The basic idea behind (employer-side) wage subsidies is to reduce the costs to employers of
employing the targeted group of workers thereby stimulating demand for these workers and raising
their employment rates and earnings.

By bringing down wage costs, wage subsidies reduce the gap between the wages employees are
willing to accept and what employers are prepared to pay. As a demand-side measure, they have no
direct effect on the take-home pay of employees but instead aim at increasing their chances of
finding or keeping a job at prevailing wage levels.

Financial incentives are either provided directly (through direct wage subsidies) or indirectly
(through social security waivers and reductions in labor taxes). France, for example, has reduced
employer social security contributions for firms with less than 10 employees hiring new low-wage
workers in 2009. Spain has reduced employer social contributions for the first two years of
employment for unemployed people with children who transit to full-time permanent contracts. The
Slovak Republic has introduced a temporary exemption from health insurance payments for up to
24 months for persons entering self-employment after a period of three months on the job seekers
register (Robalino and Banerji 2009).

Thereby, the level and duration of these subsidies can vary significantly. Subsidies are typically
targeted at particular groups, such as the long-term unemployed, and in a growing number of
industrialized countries, subsidies are being offered directly to welfare recipients in order to
encourage them to work. Employer-based subsidies can cost less and have a larger social impact if
targeted to individuals with lower pay.

In addition to this labor supply effect, subsidy programs are seen as compensating employers for
their screening, orientation, and initial training costs with the expectation that the employee’s
productivity will have increased enough by the time the subsidy period is over for the firm to
continue the employment relationship. There also is a particularly strong social element to these
programs even if there is no net employment gain (Martin 2000). Subsidies are a relatively

7 Employment incentives (category 4) covers measures that facilitate the recruitment of unemployed persons and
other target groups, or help to ensure the continued employment of persons at risk of involuntary job loss.
Employment incentives refer to subsidies for open market jobs which might exist or be created without the public
subsidy and which will hopefully be sustainable after the end of the subsidy period. With employment incentives the
public money represents a contribution to the labor costs of the person employed and, typically, the majority of the
labor costs are still covered by the employer. However, this does not preclude cases where all costs are covered by
the public money for a limited period. (EC/Eurostat 2006).



straightforward way to get long-term unemployed or disadvantaged workers into the labor market,
and governments sometimes use this instrument even if the job lasts only for a limited period of
time (and perhaps at the expense of unsubsidized workers).

As noted by the SEA (2013), the best practices in implementing wage subsidies emphasize the
following basic principles:

e wage subsidies should be targeted to the most disadvantaged jobseekers who otherwise
would experience difficulties in entering the labor market, such as persons with disabilities;

e wage subsidies should avoid substitution effects, e.g., a worker hired in a subsidized job
should not replace an unsubsidized worker;

e wage subsidies would be paid for a limited period of time;

e the amount of the wage subsidy should be also limited being around or below the minimum
wage threshold;

e the employer should cofinance the beneficiary’s salary so that at least a statutory minimum
wage should be guaranteed;

e the amount of the wage subsidy should be gradually reduced, so that the employer should
pay the higher share of cofinancing over time;

e the ultimate objective of the wage subsidy is to provide the job seeker an opportunity to
obtain permanent job.

Wage subsidy programs can be scaled up relatively rapidly, making them particularly prominent
during times of economic crises to temporarily sustain jobs and avoid layoffs. These programs
typically are targeted at the long-term unemployed, areas/sectors with high unemployment, and
special groups of workers (e.g., youth, disabled workers) to integrate them into real workplaces
(ideally with some training) and, thus, providing a point of entrance into the labor market.

Wage subsidies can be administered in a number of different ways. They may operate as standalone
measures or are closely integrated with other measures, such as training, public employment
programs or other active labor market policies (OECD, 2003). Policies using an intermediary (a
public employment agency, nonprofit training organization, etc.) that combine job development,
job search assistance, training, and wage (or employment) subsidies appear more successful for
targeting on specific disadvantaged groups.

If programs are to have real net positive impacts, it is important to target carefully and to monitor
employers to reduce substitution and deadweight effects. However, Martin (2000) points out that
this involves a tradeoff in that intense monitoring and tight targeting conditions may make the
program unattractive for employers and thus reduce the take-up rate.



Box 2: Wage Subsidy Programs in Denmark and Sweden

Denmark’s Flexjobs: subsidized jobs for the long-term disabled (permanent disability). Depending on the
seriousness of the disability and the person’s ability to work, the subsidy may cover one-third, one-half or
two-thirds of the minimum wage, for an unlimited duration. The disabled persons assisted must
necessarily have completed vocational rehabilitation and are eligible if the competent authorities decide
they cannot occupy “normal” or make-work jobs. Flexjobs are necessarily full-time positions and cannot
be combined with receipt of disability benefits.

Sweden’s flexible wage-subsidy scheme to promote recruitment of the disabled: subsidy covers up to 80
percent of wage costs (and on average 60 percent). The subsidy can also vary over time, depending on
changes in health status. Eligibility is assessed on the basis on a medical certificate and the type of work
that the person is to carry out. The subsidy is awarded for up to four years and is regularly re-adjusted. It
can be resumed after three years in non-subsidized work.

Source: OECD 2003.

Wage subsidies can also be either general or categorical. Categorical subsidy (targeted wage
subsidies) are paid on the employment or hiring of only certain specific categories of workers (e.g.,
economically disadvantaged youth, public assistance recipients, the disabled, dislocated workers, or
the long-term unemployed). Targeted wage subsidies are often motivated by desires to affect the
composition of employment and aim program benefits at specific groups of workers whose
employment opportunities are viewed as particularly in need of improvement. But targeting on the
basis of socio-demographic categories of which employers may have negative views may serve to
stigmatize participating job-seekers and limit employer interest in the program.

In Latvia, the following targeted wage subsidies have been established:

e For on-the-job training with a declining subsidy (LVL 100; 80; 60) during a 6 months period;

e TFor youth workplaces — LVL 100 during the first 6 months and LVL 50 during the last 3
months (the employer supplements the remaining amount - at least up to the minimum
wage);

e For the unemployed in unfavourable situation: subsidy for up to 12 months, and 50 percent
of the wage but the amount of the subsidy cannot exceed two minimum wages;

e For the disabled: for 36 months, and the amount of the subsidy cannot be less than the
monthly minimum wage (LVL 200).

Companies receiving wage subsidies are chosen by SEA (by commissions at SEA affiliate level).

The SEA (2013) has identified the following policy directions to improve wage subsidy
arrangements: (1) implement differentiated wage subsidies, for example, depending on severity of the
disability—to encourage employers to hire persons with more severe disabilities, as well as other
vulnerable groups, such as long-term unemployed; (ii) gradually reduce wage subsidy over time; and
(iti) implement profiling system to better target wage subsidy measures.



Wage subsidies can either operate nationally or be place-based programs with eligibility restricted to
certain regions or local labor markets. Place-based targeting based on location of residence may be
less stigmatizing than targeting on the basis of demographic groups.

In addition to employment effects, the benefit of the wage subsidy program is that first, it generates
more tax and social security income, and second, there are less needs to spend funds on
unemployment insurance.

While these programs serve a social objective, it is difficult to design subsidies that actually meet the
goal of creating jobs in a cost-effective manner. They are often associated with deadweight losses.
They also can have unintended effects such as subsidized workers replacing unsubsidized ones
(“substitution” effect) or employers hiring subsidized workers and laying them off once the subsidy
period ends. Another issue is that how to safeguard against displacement that is, how to ensure that
the employer would not have filled the new work place in any event.®

Table 6: Participation in Employment Incentives’ Programs in Selected EU Countries

Number of beneficiaries Year Annual Average | Participants
2011 2010 2009 2008 average stock | costs per in employ-
of registered one ment
unemployed | participant | incentives
Euro programs,
% of total
registered
unemp-
loyed
Bulgaria 3,525 3,215 7,745 10,471 2011 332,921 1418 1.1
Czech R. e 8,008 6,872 8,600 2010 531,037 9472 1.5
Denmark ... 45,768 30,798 22,887 2010 206522 16408 22.2
Germany 195,687 264,962 259,743 187,276 2011 5,207,567 7616 3.8
Estonia 2,685 4,147 65 55 2011 53,220 2510 5.1
Latvia 4,185 2,136 1,888 2,329 2011 147401 2777 2.8
Hungary 43943 27,504 46,751 2010 562,664 1742 7.8
Poland 199,126 179,151 81,847 2010 1,964,895 3819 10.1
Romania 23,677 28,821 27,032 39,025 2011 908,337 651 2.6
Slovakia 28,163 13,324 9,479 2010 398,138 2288 7.1
Slovenia 4,429 5,179 2,570 599 2011 110,692 3247 4.0
Sweden 111,826 114,235 88,610 84,510 2011 679,020 15551 16.5
United 38,152 40,224 2009 1,526,000 5338 2.5
Kingdom

Source: Eurostat online

® Deadweight Loss: Program outcomes are no different from what would have happened in the absence of the
program. For example, wage subsidies place a worker in a firm that would have hired the worker in the absence of
the subsidy.

Displacement Effect: This usually refers to displacement in the product market. A firm with subsidized workers
increases output but displaces output among firms without subsidized workers.

Substitution Effect: A worker hired in a subsidized job is substituted for an unsubsidized worker who otherwise
would have been hired. The net employment effect is thus zero.



Wage subsidies are costly labor market interventions and subsequently attract limited participation.
In EU10 countries, in 2010, the highest ratio of recipients of wage subsidies compared to the
average annual stock of registered jobseekers was 10 percent in Poland, followed by Hungary at 8
percent, and Slovakia at 7 percent. In Latvia in 2011, 4,200 individuals, or 2.8 percent of the average
stock of registered unemployment participated in the program, with an average cost of US$2,800 per
beneficiary (Table 7).

Box 3: Wage Subsidies in the New Deal Program in the UK

Starting from 1997, the program entitled “the New Deal for the Unemployed Youth” was launched which
was targeted at all young people aged between 18 to 24 years old who had been claiming job seekers
allowance/unemployed benefit for six months or more. From June 1998 all adults (25 or older)
unemployed for over two years were also covered by the initiative. The program operates in the following
way. After an initial “Gateway” period (see below), several policy options are presented to the
unemployed. A key option is a voucher for a subsidy to a prospective employer if she hires the job secker.
A subsidy equal to £60 (U.S. $100 approximately) per week for 26 weeks is to be provided directly to an
employer. The aim of the intervention is to enhance the employability of the long-term unemployed.

The employer must provide the equivalent of at least one day of education or training per week designed
to reach an accredited qualification. A sum of £750 is available to meet these training costs paid in four
installments.

Before these options are available to an individual, there is a ‘Gateway’ period lasting for up to four
months. During this period the individual receives extensive help in job search. A specially trained
“personal advisor” from the local Employment Service is assigned to the job seeker. They meet at least
every two weeks and the personal advisor intensively counsels the job seeker on the best ways to improve
their employability.

Failure to comply without good cause may result in benefit sanctions being applied. Sanctions are initially
the withdrawal of benefits for two weeks. Further refusals will result in repeated four-weekly withdrawal
of benefits. About 3 percent of New Dealers had sanctions applied in the first 6 months of the scheme.

There has been an expansion of New Deal provisions for different target groups. There are now New
Deals for the Disabled, for Lone Parents, for the Partners of the Unemployed, for the Over 50s and even
for Schools. These offer many of the same features which have been pioneered on the younger groups
(employment subsidies, intensive job search help, training subsidies).

Against this, there are several hidden costs to the firm. Employees are given a day a week off for training
and although the employer is compensated for this with the £750 payment, the disruption and costs may
be significant (for example other co-workers will have to provide some on-the-job training). Furthermore,
there are the costs of bureaucratic compliance including the government monitoring of training,
employment conditions and assorted red tape. This may be part of the reason why take-up of the
subsidized employment option has been surprisingly low.

Source: Almeida et al 2012; Bell et al 1999.

In Latvia, the beneficiaries of the wage subsidy program include long-term unemployed (out of job
for at least 24 months); the unemployed who are older than 50 years; the disabled unemployed, etc.



Wage subsidies are provided from 12 months for up to 36 months for unemployed with disabilities.
Wage subsidy equals 50 percent of the regular salary for particular job but not more than the
national minimum wage. Based on the gross placement rates, the program seems to be quite
efficient. In 2011, 1,272 individuals participated in the program, and 1,023 or 80 percent of them
retained their jobs with the same employer (SEA 2013).

Targeting

Employment promotion legislation in many countries highlights the priority list of potential
beneficiaries of wage subsidies. In Lithuania, the priority list includes 13 categories of jobseekers,
including the disabled, first-time jobseekers, the long-term unemployed, persons over 50 years of age
who are capable of work, pregnant women, etc. In Estonia, a wage subsidy may be paid for the
employment of unemployed persons who have been released from prison, the long-term
unemployed, and unemployed persons 16—24 years of age who have been registered as unemployed
for more than six consecutive months and have not found work during that time (Kuddo 2012).

In  other EU countries, the target group for wage subsidies includes: in
Austria, long-term unemployed and older unemployed; in Bulgaria, young people (up to 29 years of
age) with no work experience; in France, young people without work experience; in
Hungary, particularly disadvantaged unemployed; in the Netherlands, unemployed persons with
disabilities, etc. (SEA 2013).

Currently SEA is elaborating the system of profiling and classification of unemployed persons which
will allow the better targeting of ALMPs, including wage subsidies. The system should start
functioning in full scale by the end of 2013.

Direct targeting of disadvantaged workers may be effective in some cases, but also risks being
counterproductive when it increases administrative burdens, reinforces negative stigma associated
with disadvantaged groups and suffers from limited awareness among employers. In addition to
take-up problems, employers may not want to hire employees who have been identified as facing
particular barriers. If the subsidy is taken to signal low ability or job-readiness, it may in fact widen
rather than close the perceived productivity gap (Immervoll and Pearson 2009).

In other cases, targeting may be achieved more effectively indirectly, for example, by placing ceilings
on total firm or per worker subsidies. Ceilings on total subsidies per firm tend to favor small relative
to large firms. A rationale for this form of targeting could be that small firms are more likely to be
credit-constrained than large firms. Ceilings on subsidies per worker encourage low-skilled
employment and part-time jobs (which might be considered a form of work-sharing).

Conditions on employers

Placing stricter conditions on employers may help to reduce displacement effects associated with
hiring subsidies. For example, hiring subsidies may result in “churning” when target-group workers
are only hired for the duration of the subsidy and then replaced by other target workers.
Alternatively, there may be “revolving-door effects”, which refer to the situation in which firms use
subsidized hires to replace existing workers. One way hiring subsidies could be made more effective
is by making subsidies proportional to ze employment changes, instead of gross hiring, thereby at the



same time minimizing the kind of deadweight effects that typically tend to be associated with stock
subsidies and the displacement effects associated with gross hiring subsidies.

There are limits in the size of the wage subsidy. For example, in Latvia and Estonia, the wage
subsidy is 50 percent of the wage or salary of the employee or public servant but not more than the
minimum monthly wage. In Lithuania, the wage subsidy may not exceed the minimum monthly
wage. The most generous wage subsidy was found in Ukraine: wage subsidy (grant) may be paid to
employers in the amount of his/her expenditures on wages but not above the average wage in the
related field in the national economy (Kuddo 2012).

There might be time limits for the payment of the subsidy. In Lithuania, where fixed-term
employment contracts are agreed with the employed persons, the period of payment of the subsidy
may not be longer than three months.

Legislation might foresee the penalties for employers for early termination of the contract with
subsidized workers. In Estonia, an employer must return a wage subsidy in full if the relevant
employment or service relationship is terminated at the initiative of the employer earlier than one
year after entry into the contract of employment or appointment to the position.

Evaluation results

Based on evaluations for wage and employment subsidies presented by Betcherman et al (2007), the
overall picture remains unfavorable: 14 of the 21 evaluations with results on employment impacts
conclude that the effect was either neutral or negative and only five of 11 evaluations with results on
earnings find that the subsidies had a positive impact on earnings. The positive findings almost
completely come from industrialized countries where some program evaluations do show net
employment and/or earnings gain.

In his comprehensive survey of the US programs, Katz (1996) concludes that wage subsidies have
been effective in improving the earnings and employment of disadvantaged groups, at least when
combined with training elements. More recent evidence is available from Britain, where the so-called
‘New Deal’ system has led to modest improvements in the productivity of the target group (e.g.
Blundell et al. 2004).

In Finland, in order to be eligible for the subsidy, the workers must be over 54 years of age, earn a
salary between 900 and 2,000 euros per month and work full time. The subsidy depends on the wage
level and may be up to 16 percent of the gross wage. The subsidy covers full-time workers who are
employed at least 140 hours per month and whose wage is between 900 and 2,000 euros per month.
The subsidy equals 44 per cent of the part of the monthly wages that exceeds 900 euros. The
maximum subsidy per employee is 220 euros a month. The amount of the subsidy is reduced by 55
per cent of the monthly wages exceeding 1,600 euros. The results indicate that the subsidy system
had no effects on the employment rate. However, it appears to have increased the probability of
part-time workers obtaining full-time employment (Huttunen et al 2012).

The available evaluation evidence for wage subsidy programs in transition countries is almost always
negative. The evaluation of wage subsidies in Poland is particularly unfavorable for males. In
Slovakia, neither men nor women benefited from the subsidies. But in the Czech Republic, a wage



subsidy program has been in operation sincel1996, for the benefit of young people. It achieved a
statistically significant increase in employment of 12 percent for participants. Women and less-
educated participants (a considerable proportion of all participants) gained most from the program.
Again, however, monthly earnings were lower than pre-program levels (Betcherman et al 2007).

In certain cases, it may be possible to enhance their effectiveness through careful targeting on
disadvantaged groups and stricter conditions for employers. For example, on average, the Canadian
Self-Sufficiency Project increased earnings by more than 20 percent over the control group. Because
the rules of the program prohibited people from simultaneously receiving the earnings supplement
and income assistance, the program reduced income assistance payments by about $3,500 per family
in the treatment group (Michalopoulos ez a/. 2002).

Some of the programs with positive results have other elements besides the wage subsidy and the
evaluations do not isolate the specific effects of the subsidies. For example, the Public Employment
Program in Germany also includes training and the New Deal Program in Great Britain also has job
search assistance services. Where employment impacts are positive, the magnitude of the effect is
often modest.

There is some new evidence of effective programs, when employers use the subsidy to screen future
workers or when provided directly to individuals through an incentive system to work, at the risk of
losing welfare benefits. However, all evaluations of this type of labor market intervention are beset
by the challenges of factoring in deadweight and substitution effects that are especially relevant in
the case of subsidies. Finally, as noted above, programs may be most effective when they combine
the subsidy with other components such as training or job search assistance.



Conclusions and recommendations

In Latvia, although spending on active labor market programs has increased recently, there is a need
for training programs to be enhanced further, given the high share of long-term unemployed and
growing complaints about skill mismatch.

This note contains a number of recommendations for the government to consider as training
programs are expanded:

e It may be useful to expand training given that the recent economic downturn appears to have
led to accelerated structural change in the economy, implying that a large number of job losers
may need to change industry or occupation in order to become re-employed and, hence, may be
likely to benefit from training..

e A number of studies observe that on-the-job training and employer involvement and
sponsorship are associated with more positive outcomes than classroom training and programs
that do not have connections to the private sector.

e It is more beneficial to favor an intensive approach toward training, with higher cost per head,
rather than an extensive approach that covers a large share of unemployed with low intensity
(Meager, 2009; Martin and Grubb, 2001).

e DPotential participants in training programs should be provided with labor market information,
including on the demand of particular professions/occupations, and the data on the
effectiveness of potential programs/private providers. It could be beneficial if programs provide
an assessment of aptitudes and interests, as well as career guidance to participants. The latter
would be particularly important for the more disadvantaged populations served by the programs.

e Training by employers is currently a subsidy scheme where employers sign a contract that they
will organize training. It would be advisable to implementing rules on how this training should
be organized nor monitored.

e Promotion of pay-back clauses could reduce the risk of free-riding among firms. Post-training
employment performance evaluation could be used as a tool to judge course quality. Thereby,
the main requirement would be that after completion of the program the person is hired for at
least six months on an open-ended or temporary contract. Otherwise, the employer has to pay
back the money spent. In the new contract payment system yet to be implemented in Latvia,
performance-based principles will be strengthened.

e The design of training courses should directly involve employers, for example through
employers’ organizations and employer surveys and, where appropriate, contacts with individual
firms.

e Currently training is organized based on the waiting lists establishing the order for participation,
e.g., the first who joins the waiting list is the first to be eligible to benefit from the program. For
training by employers, the employers themselves choose the participants. As a result,
participation in training might be biased towards the relatively well-educated and prime-age



unemployed who might be the most active in selecting the programs. Efficiency gains could be
increased by better targeting programs to at-risk categories, i.e. youth, older workers, low
educated, and long term unemployed. Thereby, it would be beneficial to establish a priority list
for participation in training programs as well. Currently the SEA is elaborating the system of
profiling and classification of unemployed persons. The system should start functioning in full
by the end of 2013.

As far as training outcomes are concerned, skills certification has become important to
employers as a quality assurance mechanism that recognizes and certifies an individual’s skills
and competencies. In this context, devoting more resources to longer courses ending with
professional examinations, or at least certification would contribute to improving skills
matching.

Targeting of wage subsidies may be achieved more effectively indirectly, for example, by placing
ceilings on total firm or per worker subsidies. Ceilings on total subsidies per firm tend to favor
small relative to large firms. A rationale for this form of targeting could be that small firms are
more likely to be credit-constrained than large firms. Ceilings on subsidies per worker (currently
at the level of the minimum wage) encourage low-skilled employment and part-time jobs (which
might be considered a form of work-sharing).

One way hiring subsidies could be made more effective is by making subsidies proportional to
net employment changes, instead of gross hiring, thereby at the same time minimizing the kind of
deadweight effects that typically tend to be associated with stock subsidies and the displacement
effects associated with gross hiring subsidies. In Latvia, the legislative framework specifically
prohibits substitution: the work place has to be newly created or has to be vacant for at least 4
months. It is however difficult to enforce the rule with employers who are sometimes changing
the names of occupations and tasks.

Latvia could take inspiration from recent experience in Belgium, Finland or Ireland, where
subsidies were implemented for net hiring. The net hiring requirement tends to favor small firms
that have a higher tendency to hire new employees than large firms. For instance, the schemes
implemented in Belgium and Finland explicitly aim at helping small firms to grow by subsidizing
the first and second employees (OECD, 2010b).

SEA needs to build up professional labor market information services which include tools to
assess structural imbalance between skills supply and demand to enable an early diagnosis of skill
gaps. In addition to good general labor market information, several other statistical instruments
could be explored, including employer-based surveys of current and projected labor market
conditions, tracer surveys of displaced workers, or to keep track of graduates from some years
after graduation, as part of labor market monitoring.

Job vacancies represent a potentially rich source of information on skills demand. Unfortunately,
SEA currently has only a limited access to the total vacancy market. Experience from EU
member countries suggests a number of factors increase the quantity and quality of vacancy
registrations. In addition to marketing services to employers to increase vacancy notifications,
the employment service can register vacancies advertised elsewhere. Also, employment services
need not be limited to longer-term jobs. Repeated temporary placements often lead to an offer
of a permanent job.
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ANNEX 1: Background Data

Table 7: Latvia: GDP Growth Rate, Employment Rate, Unemployment Rate, Public
Expenditure on Labor Market Programs, and Persons Registered with Public Employment
Services (Annual Average Stock)

2008 2009 2010 2011 2012
Real GDP growth rate* -3.3 -17.7 -0.9 5.5 5.6
Employment rate** 75.8 67.1 65.0 66.3 n
Unemployment rate 8.0 18.2 19.8 16.2 14.0
Public expenditure on LMP, % of GDP 0.482 1.344 1.246 0.891
(Cat.1-9)
Public expenditures on LMP measures, 0.079 0.272. 0.513 0.334
% of GDP (Cat.2-7).
Public expenditures on LMP supports, 0.349 1.028 0.693 0.321
% of GDP (Cat.8-9).
Public expenditures on LMP measures 18. 028 50.458 92.137 66.994
(Cat.2-7). Million EUR
Public expenditures on LMP supports 79.931 190.307 124.494 64.358
(Cat.8-9) Million EUR
Persons registered with PES: Annual 56865 130447 177860 147401
average stock

*- Percentage change on previous year

*£- The employment rate is calculated by dividing the number of persons aged 20 to 64 in employment by the total
population of the same age group.

Source: Eurostat online



Table 8: Registered Unemployment, Job Vacancy Rate, Public Expenditure on Labor
Market Policies, by Type of Action (% of GDP), and Activation-Support (LMP Participants
per 100 Persons Wanting to Work; Categories 2-7) in 2010

Persons Job Total LMP Total LMP Activation- Activation of
registered with vacancy services measures Support (LMP registered
Public rate™®*, (category 1), | (categories 2- | participants per | unemployed,
Employment 2012Q3 % of GDP | 7), % of GDP 100 persons %
Setvices (PES) wanting to
work;
categories 2-7)

Belgium 564,464 2.6 0.218 1.262 95.5 ..
Bulgaria 355,775 0.7 0.039 0.094 4.1 7.0
Czech R. 531,037 1.0 0.112 0.221 9.9 6.1
Denmark 206,522 e 0.379 1.400 50.7 25.2
Germany 5,758,892 2.3 0.378 0.563 30.0 17.9
Estonia 77,953 1.5 0.087 0.144 3.8 7.6
Ireland 441,689 0.7 0.168 0.736 25.2 13.4
Greece 576,620 0.011 0.219 12.4 13.7
Spain 5,499,846 0.7 0.126 0.680 47.6
France 3,943,342 0.303 0.830 44.9
Italy . . 0.029 0.350 21.4
Cyprus 30,620 0.4 0.036 0.256 19.0 ..
Latvia 177,869 0.4 0.041 0.513 8.5 15.7
Lithuania 369,319 1.2 0.082 0.226 4.7 4.7
Luxembourg 14,409 0.8 0.052 0.419 62.4 47.5
Hungary 582,664 1.0 0.090 0.527 20.3 21.4
Malta 7,055 0.118 0.038 6.9 12.4
Netherlands 545,600 1.3 0.393 0.784 45.4 31.0
Austria 262,683 1.9 0.187 0.659 29.2 39.0
Poland 1,964,895 0.4 0.092 0.602 20.1 13.6
Portugal 045,322 0.4 0.114 0.579 28.7 23.2
Romania 711,348 0.6 0.028 0.028 3.2 6.0
Slovenia 100,504 0.9 0.109 0.345 15.9 15.3
Slovakia 398,138 0.8 0.100 0.233 21.2 23.0
Finland 504,238 1.7 0.132 0.864 27.1 19.9
Sweden 712,541 1.3 0.489 0.805 26.9 29.3
United 1,473,040 1.8 0.346%* 0.041%* 1.5%
Kingdom

*- The job vacancy rate (JVR) measures the proportion of total posts that are vacant, according to the definition of job
vacancy above, expressed as a petcentage as follows: JVR = number of job vacancies / (number of occupied posts +
number of job vacancies) * 100

**- 2009

Source: Eurostat online




Table 9: Resident Population of Latvia by Education Attainment and Age Group (Prime-
Aged) on March 1, 2011; 1000

25-29 30-34 35-39 40-44 45-49 50-54
Higher  education  and 54.6 45.7 42.8 39.3 39.4 39.9
doctorate
Vocational secondary 30.8 32.2 47.6 59.5 65.2 64.3
education or professional
education
General secondary education 31.3 31.5 33.7 34.0 36.4 39.9
Primary education and lower 32.2 25.4 18.5 8.5 7.0 9.0
Total 148.0 134.5 142.5 141.3 148.0 153.0

Source: Latvian Central Statistical Bureau online

Table 10: Number of Graduates of Labor Market Training Programs Supported by SEA

Number of Number of beneficiaries Number of beneficiaries
beneficiaries who finished training who finished training
who entered programs (of those who programs (those who
training started in 2012) started in 2012 and in 2011)
programs in
2012
Vocational  education,  vocational 8383 3158 6328
upskilling educational programs, and
higher education programs
Informal education programs 14696 10601 14525
Employer provided training 8 5 459

Source: State Employment Agency

Table 11: Total Costs of Training Programs (and as a Ratio of Overall Costs of SEA
(Categories 1-9, and 2-7)

Number of Total costs of training Ratio of total expenditures

beneficiaries programs in 2012-including of SEA in 2012

who entered ESF and State budget

training financing
programs in (LVL)
2012

Vocational  education,  vocational 8383 5529327 8,23%
upskilling educational programs, and
higher education programs
Informal education programs 14696 5227023 7,78%
Employer provided training 8 243182 0.36%

Source: State Employment Agency




Table 12: Number of Participants of Training Programs by Program Type, Gender, and
Other Characteristics

Vocational Informal education Employer provided

education, programs training

vocational

upskilling

educational

programs, and
higher education

programs
Total number of beneficiaries who entered 8383 14696 8
training programs in 2012
Of which:
Women 5640 8642 5
Men 2743 5996 3
Long term unemployed 3707 8640 1
Unemployed youth aged 15-24 1124 1140 5
Unemployed persons with disabilities 766 1378 1
Persons after prison 15 41 0
Persons after parental leave 178 122 1
Unemployed persons aged 50+ 659 1591 0
Of which with (out of total):
Higher education 1207 2390 1
Vocational education 3042 5668 4
General secondary education 2710 3999 1
Primary education 1402 2199 2
Lower than primary education 22 313 0

Source: State Employment Agency




ANNEX 2: Linking Employment Services to Groups with No/Unstable Work’

Table 13: Employment Services and Measures to Particular Groups

Target Groups

Relevant Employment Services and Measures

Individuals with unfavorable
labor market prospects (see
the list by some countries in
Table 8)

Job search courses, job clubs, vocational guidance, counseling
and monitoring, and sanctions in the case of noncompliance with
job search requirements (see the potential list of employment
services below)

Most job seekers, in
particular, for participants
with better labor market
prospects and for women

Training, including classroom training, on-the-job training,
apprenticeship and internship programs, and work experience.
The measures can either provide a more general education (such
as e.g. language courses, basic computer courses or other

basic courses) or specific vocational skills (e.g. advanced
computer courses or courses providing e.g. technical and
manufacturing industry skills).

Long-term unemployed and
more disadvantaged
individuals; the disabled,
first-time jobseekers, the
long-term unemployed,
persons over 50 years of age
who are capable of work

Wage subsidies: financial incentives are either provided directly
(through direct wage subsidies) or indirectly (through social
security waivers and reductions in labor taxes).

A higher-skilled segment of
the unemployed, and
unemployed workers who
have entrepreneurial skills,
such as highly educated
prime-aged men

Small business assistance programs, self-employment grants and
sometimes also advisory support for a fixed period of time.

The most disadvantaged
individuals

Direct employment programs in the public sector, focusing on
the direct job creation and provision of public works or other
activities that produce public goods or services.

Youth programs comprising
specific programs for
disadvantaged and
unemployed youth

Training programs, wage subsidies and job search assistance;
graduate practice for jobseekers up to 25 years of age, including
reimbursement of the necessary personal expenses associated
with the implementation of graduate practice; provision of
employability and training plans, job and career counseling
services, various aptitude tests, and vocational assessment tests;
voluntary service with the aim of jobseekers to obtain practical
experience on the job market, an allowance in a lump-sum
amount of the subsistence minimum to cover necessary expenses
for meals, accommodations, and travel expenses from place of
residence or temporary residence to place of voluntary service.

° This section outlines the employment services and measures of relevance to the particular groups of out-of-work
individuals identified in World Bank (2013). Profiling of People with No or Limited Labor-Market Attachment and of
Low Income Who is unemployed or receiving welfare benefits in Latvia?




Target Groups

Relevant Employment Services and Measures

Measures for the disabled

Vocational rehabilitation, sheltered work programs or wage
subsidies for individuals with physical, mental or social
disabilities; an employment quota for the disabled, and in some
countries, for other categories of workers. groups with limited
work capacity, such as improving their jobsearch skills, subsidies
to private employment, sheltered employment, or adaptation of
the workplace and post-employment counseling; reimbursement
to the employers and employees of the costs of health insurance

and social insurance premiums and contributions to retirement
pensions

Older job seekers Vocational rehabilitation, adaptation of working places,

further training, retraining, and active employment services

Long-term unemployed A combination of temporary employment (public works or

subsidized employment), on-the-job training, and regular job-
placement assistance

Table 14: Special Target Groups of Jobseekers for Provision of Employment Services in

Selected Countries

Hungary

Clients under rehabilitation; youth (including drop-outs); the long-term
unemployed; citizens living in underdeveloped regions; those who are over 45
years old; women during and following maternity leave.

Romania

Young graduates of educational institutions; young people at risk of
marginalization; Roma ethnic minority; persons from rural areas; unemployed
aged over 45; persons with disabilities.

Slovenia

The long-term unemployed, unemployed youth (up to 24 years) without
completed vocational education or without work experience; jobseekers over
50 years old; unemployment benefits and social benefits recipients; disabled
persons.

Czech
Republic

Parents returning to work following maternity leave or parental leave; young
jobseekers under age 25; persons with health limitations; persons over age 50;
the long-term unemployed.

Latvia

Persons 15-25 years old; disabled persons (persons for whom the invalidity
has been determined); persons after parental leave; persons of pre-pension age
(not more than 5 years until the age necessary to receive the state old age
pension); the long-term unemployed (have been registered with PES for more
than 1 year); ex-convicts (persons discharged from imprisonment); other
target groups in accordance with the national employment plan, for instance,
persons who have alchocol, drug, psychotropic, or toxic substance addiction;
persons who take care for a member of a family.

Slovakia

Individuals who are over 50 years old; the long-term unemployed (registered
as a jobseeker longer than 12 out of the last 15 months); younger than 25
years old, have completed training in the previous 2 years, and have not found
regularly paid employment since, have neither been engaged in employment
nor undergone an apprenticeship within a systematic training scheme due to




parental commitments; parents or other persons who have been granted
custody (permanent or temporary) of a child by court order and are
responsible for up to 3 children until school-leaving age, or single parents
who are responsible for at least 1 child until school-leaving age; are no longer
able to continue their previous employment for health reasons; have moved
residence from other EU member states to Slovakia; people with disabilities;
foreigners who have been granted asylum; have a reduction in their fitness to
work of between 20 and 40 percent; have had their employment terminated
for organizational reasons, or due to a threatening occupational disease, or due
to having been subjected to the maximum official limit of exposure to
dangerous materials, or due to having reached the age limit for their particular
line of employment; have no apprenticeship or school leaving certificates; had
no regular employment before being sentenced to imprisonment; have
completed a rehabilitation course (after alcohol or substance abuse), or have
completed a prison sentence, or have completed a minimum period of 6
months as a result of other sanctions.

Albania Mothers with many children; mothers over 50 years old; young people under
18 years old; the long-term unemployed; members of households at the
poverty level; victims of trafficking; individuals who benefit from programs
of financial support; individuals who become unemployed as a result of
enterprise restructuring and privatization; single unemployed mothers;
divorced women with social problems; individuals who returned from
emigration and have economic problems; newly graduated individuals
unfamiliar with the labor market; individuals who have served prison
sentences; disabled individuals; Roma individuals; and unemployed orphans.
Montenegro | Disabled persons, persons seeking employment for more than 5 years,
unemployed persons with over 25 years of pension insurance, and persons
whose work is no longer needed due to enterprise downsizing, bankruptcy, or
liquidation.

Source: Employment promotion legislation in selected countries.

Job placement services:

e Job search assistance services

e  Regular meetings with personal employment advisor (jobsearch follow-up, update of employment plan,
identification of unemployed needs or special support within employment programs, etc.)

e Direct referral of jobseekers to vacancies

e Jobsearch skills training programs

e Job application and interview preparation

e CV composition and submittal

e Jobclubs

e Job and vacancy fairs



e Informational interviews

e Employer contact (intermediation) services

e  Small business advisory meetings

e Sessions on current labor market information and regional jobs

e Job motivation seminars.

Counseling services:

e Career/job counseling (individual or group-based)

e Vocational counseling

e Legal counseling on PES services and rights as well as obligations for newly registered unemployed
e Social counseling (how to handle the family budget, etc.)

e Medical counselling.
Specialized services:

e Vocational rehabilitation: services for the disabled include work capacity assessment and vocational
planning, exploring employment options, evaluating aptitude, and promoting job placement

e Setting up of individual action plans

e Surveillance of independent jobsearch

e In-depth assessment of skills, abilities (aptitude testing), and occupational skills

e Referrals to ALMPs after a period of unsuccessful jobsearch

e Labor redeployment services (programs for workers who have received redundancy notice)

e Cooperation with all relevant stakeholders — the social partners, social benefit organizations, education

and training providers, other public organizations, and private employment agencies.
ICT services:

e Internet: viewing jobs and training places
e National call center service: a jobseeker can find out about jobs, training, and unemployment security
e Email notification: provides clients with information on jobs and training options

e CV net: posting of CVs on a freely accessible online service.

Services to inactive population. The inactive can be defined as persons who are not regarded as

part of the workforce and who are normally on passive benefit schemes (e.g., disability pension,



sickness allowance, early retirement schemes, and unconditional social assistance) with no or

few obligations to look for work.

In most cases, the inactive may only receive information from PES about the labor market and
job vacancies/skills needs. Also, in some countries, referrals to free (publicly funded) external
training and education, and coaching for employability skills might be provided. The list of

services for the inactive population in selected countries follows. *°

In Poland, any person not registered as unemployed or as a jobseeker may use the so-called open
job offers (i.e., those which indicate the employer). Such offers are displayed on a notice board
in local labor offices, in the press or on the website of the office, during job fairs or exchanges,
etc. Non-registered persons also have the right to obtain exhaustive information on the services
of the labor office and possibly the rights to which he/she is entitled, including the right to obtain

information on the conditions and rules of registration.

In the Czech Republic, the EURES information and counseling service also offers its facilities at
no charge to clients who are not registered. This service has been introduced at all 77 labor
Offices in the Czech Republic.

In Austria, unregistered persons may use the “ejob room,” which is a self-service job placement
internet platform. In Sweden, unregistered clients have free access to the self-service system on
the internet as well as telephone services provided by Arbetsformedlingen.

In the United Kingdom, customers who are not registered as a jobseekers (for benefits purposes)
can still apply for jobs through the Jobcentre Plus website or through the electronic job kiosks
that are available in offices, some libraries, and supermarkets. Although non-registered
customers are unable to access Jobcentre Plus contracted training and support, they may be able
to access similar, non-contracted services delivered by their local authorities, community groups,
and not for profit organizations. In addition, Jobcentre Plus delivers a comprehensive range of
benefits to inactive customers of working age, including benefits for lone parents. It ensures their
benefits are accurate and on time; gives advice to parents on formal childcare; and, helps them
understand the conditions for receiving benefits to help fraud and error.

' www.pesmonitor.eu



In Europe, Bulgaria, the Czech Republic, and Denmark are the only countries that provide active
job brokering (pre-selection of suitable candidates from the register for particular vacancies) to
all inactive people. Germany, Hungary, Ireland, Latvia, Norway, and Sweden provide active job

brokering to selected inactive groups (EC 2009).
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Foreword

The focus of the research is to explore poverty and income inequality trends in Latvia in an
EU comparison before, during and after the financial and economic crisis. We aim to identify
the winners and losers from the crisis and the vulnerable social groups. The main goal is to
contribute with background evidence to the government strategy promoting inclusive growth.

Who are the main losers of the crisis? Which groups benefitted relatively with declining
exposure to poverty? What is the poverty level of these groups? Has poverty declined most
among the high-risk groups? Has it increased most among the low-risk groups? Is there any
link between the level of poverty and change over time? In our overview chart we are using
the anchored poverty rate for monitoring the impact of the crisis on poverty. We present the
poverty rate and changes over time for the period 2006-2009. We use quantitative
information to assess poverty developments in different groups in society grouped according
to socio-economic, demographic and geographical factors. We do not take a qualitative
approach.

Our analysis is based on Eurostat's August 2012 release of the 2010 round of the European
Union Statistics on Income and Living Conditions (EU-SILC), with 530,000 individuals across
27 EU countries. The sample size for Latvia included 15,290 individuals living in 6,255
households.

The first part of the report presents the EU context, including the comparison of inequality
and poverty trends of Latvia with that of other EU countries. In the second part we monitor
the situation of specific social groups and its change over time in Latvia.
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Main findings

Latvia is one of the countries with the highest inequality within the EU, and inequality
increased between 2004 and2009. The incomes of the wealthier groups grew proportionately
more than that of those below the poverty threshold.

In 2009, following the crisis Latvia stands out as the country with the highest at-risk-of-
poverty rate. By 2010, the poverty rate fell to 19.1, which is below many other countries.
According to our calculations, in Latvia, 1% of the population has an income which does not
reach 2.5%/ day, and 2.9% lives on incomes below 5%/day. Only Lithuania or Romania has a
similar degree of extreme poverty among the EU countries.

Severe material deprivation reaches 27% in Latvia',. Changes in this measure exhibit a U-
shape, with a decrease (the proportion of people who cannot afford most of the items has
decreased from 39 per cent in 2004 to 16 per cent in 2007), followed by an increase (to 27
per cent in2009). A similar U-shape pattern characterises the other two Baltic States,
Lithuania and Estonia.

We assess the impact of the crisis on poverty rates in Latvia using the 'at-risk-of poverty rate
anchored in 2006', as it reflects changes in price levels, but not changes in average incomes.
In Latvia, due to the rapid rise in average incomes in 2007 and 2008, followed by a drop in
2009, the at-risk-of-poverty threshold differs significantly from the anchored threshold. The
anchored measure can be considered to indicate the changing proportion of the population
who can afford to purchase a fixed basket of goods and services.

Between 2006 and 2009, the poverty risk for children, young adults, single parents, tenants
paying a market rate, those living in urban areas increased to a large extent. In contrast,
there was a relative improvement (declining poverty rate) among older people, people living
alone (including both those over 65 and below), people living in households with high work
intensity and the foreign-born population.

There is no consistent relationship between a group’s level of poverty in 2006 and the
change in risk of poverty from 2006 and 2009. There was no major change in the situation of
individuals with the highest poverty rate, i.e. those who live in households with very low or
low work intensity. Among the high-risk groups, the situation of single parents and that of
tenants paying a market rate worsened over time, while the situation of unemployed, single
persons (including both those over 65 and below), improved over time. Among those with a
relatively lower risk, the poverty rate of older people declined, while those living in urban
areas increased.

Changes between 2006 and 2009 indicate the deepening of poverty and increasing
polarisation. Differences across social groups in the extent of poverty gap (the depth of
poverty) were much smaller in 2006 than in 2009.

Who are the poor? Nearly two thirds of the poor population are constituted by people who
live in households with low work intensity. 28% of the poor population are unemployed.
“Working poor” do exist in Latvia, even though the share of employed people is lower (26%)
within the poor population than in the general population (46%). 62% of the poor live in rural
areas, while actually only about half of the population lives there.

**k*k

! 1t should be noted that there is a large subjective element in the material deprivation measure and thus we
should read it with caution.



Our analysis is based on Eurostat’'s August 2012 release of the 2010 round of the European
Union Statistics on Income and Living Conditions (EU-SILC)?, with 530,000 individuals
across 27 EU countries. The sample size for Latvia included 15,290 individuals living in
6,255 households in 2010°. The social situation is looked at it from a quantitative perspective
using the EU's primary source of data for monitoring the poverty and social exclusion targets.

This dataset covers a period of six years for most of the EU Member States®, which limits the
estimation of time trends of poverty and inequality measures. The estimation of long-term
trends is prone to comparability problems, as there is no consistent data source including
Latvia and other European countries.

Timeliness of the results is an issue. EU-SILC data is released with a delay of two years,
which means that the latest year available was 2010 at the time of our data analysis®. Survey
data collects retrospective data on annual incomes. Income data, and thus indicators of
poverty and inequality refer to the situation in 2009.

Although in our view it would be essential to take into account the margins of error of the risk-
of-poverty figures, we cannot provide exact estimated due the data constraints. The size of
these margins of error depends on the size of the sample, i.e. the number of people
surveyed relative to the population of the country, and also the specific sample design
(stratification and clustering). As the there is no detailed information on the latter in the EU-
SILC User Data Base, the estimates based on sample size alone would underestimate
confidence intervals, and thus statistically significant differences would be overstated.
Therefore we are not able to provide the confidence intervals of the indicators.

1. The EU context: comparison of inequality and poverty trends
of Latvia with that of other EU countries

In this section we compare empirical evidence referring to Latvia with that of other European
Union countries.

1.1. Inequality of income distribution

The S80/S20 quintile ratio measures the proportion of the total equivalized disposable
income received by the 20 per cent of the population with the highest income (top quintile)
compared to that received by the 20 per cent with the lowest income (lowest quintile).

The difference between the income shares of the lowest quintile and the highest quintile
groups in 2009 is highest in Lithuania, followed by Latvia and Spain. All three countries

IN)

The EU Statistics on Income and Living Conditions, an annual survey to collect comparable data in EU Member

States on these and related aspects. The survey project was launched in 2003 and covered six Member States

(Belgium, Denmark, Greece, Ireland, Luxembourg and Austria) plus Norway; it was extended in 2004 to a

further seven (to the EU15 — with the exceptions of Germany, the Netherlands and the UK — plus Estonia). In

2005, the survey covered all EU25 countries, and as from 2007 it covers Bulgaria and Romania as well

(together  with  Turkey  and Switzerland).  Additional information can be  found at:

http://epp.eurostat.ec.europa.eu/portal/page/portal/microdata/eu_silc

For more details on the Latvian sampling and data quality, see: Central Statistical Bureau of Latvia (2011).

Intermediate Quality Report EU-SILC 2010 Operation in Latvia. Downloadable at:

http://lwww.csb.gov.lv/sites/default/files/eu-silc_intermediate_quality_report_latvia_2010_0.pdf

* Eight years for Austria, Belgium, Denmark, Greece, Ireland and Luxembourg and four years for Bulgaria and
Romania.

® The data analysis for this paper was completed in February 2013.
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exhibit of a ratio of about seven, which means that altogether the richest quintile has seven
times more income than the poorest quintile. On the contrary, differences are relatively low in
Hungary, Slovenia and Czech Republic, were the top quintile has only three times more than
the lowest quintile. Eleven other countries (Sweden, Finland, the Netherlands, Austria,
Slovakia, Belgium, Luxembourg, Denmark, Cyprus, France and Germany) have a ratio of
four times higher incomes.

The level of inequality remained quite stable in those EU countries with relatively low levels
of inequality. In contrast, there is considerable fluctuation in countries with higher inequality.
Eastern European countries appear to cluster into two distinct groups:

- Latvia, together with Poland, and Lithuania had been the countries with the highest
inequality with a ratio around seven times higher incomes. Inequality levels have
been volatile in Latvia and in Lithuania during this period, and the 2009 value is
somewhat higher than that of 2005. In contrast, inequality in Poland had a decreasing
trend.

- In contrast, Hungary®, Slovenia, the Czech Republic and Slovakia were among the
EU countries with the lowest inequality already in 2005, with relatively low fluctuations
from year to year.

In Latvia, as measured by the S80/S20 ratio, inequality increased from 6.3 to 7.3 from 2006
to 2007 and levelled off at 6.9 during the last two years. These changes are mainly due to
changes at the top of the distribution (top decile), while the share of other deciles within the
total national equivalized income remained relatively stable over the whole period.

® In Hungary, the sharp increase in 2005 is likely to be attributable to a measurement error (see Ward et al. 2009,
p. 44.).



Figure 1: Inequality of income distribution across EU countries: S80/S20 quintile ratio,
2005-2009
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Source: EU-SILC 2005-2010
Note: Ranked according to 2010 data. Data for Malta 2005-2008, Ireland and Cyprus 2010 retrieved from
EUROSTAT database.

An alternative indicator of inequality, focusing on the bottom and the top of the distribution
indicates that there was an increase in inequality in Latvia in the period between 2005 and
2009. The P90/P10 ratio (the ratio of the upper bound value of the ninth decile to that of the
first decile) increased from 4.9 to 5.4 (Table 1). High incomes rose proportionately more than
low incomes: the upper bound value of the 9" income decile rose by 212%, while that of the
bottom income decile increased by only 191 per cent. The gap between low and high
incomes became wider in Latvia.



Table 1: Income inequality in Latvia in 2005 and 2009

2005 2009 Change in %
P90 (upper bound value of the
9th income decile) 4,808 10,171 212
P10 (upper bound value of the

986 1,882 191

lowest income decile)

P90/P10 ratio 4.9 5.4

Source: own calculations based on data retrieved from Eurostat database.
Note: P90/P10 ratio - the ratio of the upper bound value of the ninth decile to that of the first decile

1.2. Population at risk of poverty

The at-risk-of-poverty rate measures the share of persons with an equivalized disposable
income below the risk-of-poverty threshold, which is set at 60 per cent of the national median
equivalized disposable income (after social transfers).

The at-risk-of-poverty rate is a standard measure of social inclusion within the European
Union. It displays the share of people who have a level of income below a certain threshold
in relation to the median income in the country in which they live. Thus, someone defined as
at-risk-of-poverty in one of the more prosperous EU Member States may have a significantly
higher equivalized disposable income than someone above the at-risk-of-poverty threshold in
one of the least prosperous countries.

We argue that it would be essential to take into account the margins of error of the risk-of-
poverty figures. The figures for the risk of poverty are normally presented as single values.
But since they are based on the information collected from only a sample of households, they
are inevitably subject to a margin of error, even if the sample concerned is intended to be
representative of the population of the country. It is important to take explicit account of the
margins of error when assessing differences between countries or changes over time,
otherwise there is a danger of reaching misleading conclusions. In particular, differences
arising from these margins of error can be confused with real differences in the figures.

The poverty threshold value in comparison

The threshold for Latvia 2009 was 1,921 Lats, which amounts to 2,722 euros (see Table 2).
This is 30% lower than in Estonia (reflecting higher average incomes in Estonia) and
somewhat higher than in Lithuania. In terms of purchasing power standards that take into
account the price levels of a country, there is no difference between the Lithuanian and
Latvian poverty threshold levels, but the Estonian level is higher. The contrast is much larger
with Germany, one of the main trading partners, where the poverty threshold is more than
11,000 euros, three times higher in purchasing power standards than the Latvian value.

Table 2: At-risk-of-poverty threshold (60% of median equivalized income) in single person
households, 2009

Latvia Lithuania Ratio Estonia Ratio Germany Ratio
LT/LV EE/LV DE/LV
Euro 2,722 2,436 0.9 3,436 1.3 11,278 4.1
Euro in PPS 3,580 3,615 1.0 4,490 13 10,635 3.0
Lats 1,921 - - - -

Source: own calculations based on data retrieved from Eurostat database.




These national standards express the assumption that individuals compare their situations to
their compatriots and feel poor if they are not able to participate fully in their own society.
With the ever increasing integration of the European Union, including the free movement of
labour, people may increasingly use foreign countries as well as a reference point. With this
caveat, the at-risk-of-poverty indicator is a useful instrument to identify those on low incomes
and it enables the comparison of the situation of social groups within the country.

Poverty rates in 2009

In 2009, Latvia appears to stand out as the country with the highest at-risk-of-poverty rate.
However, if taking confidence intervals into account, the poverty risk is not statistically
different from its neighbouring country Lithuania followed by Bulgaria, Romania, Greece and
Spain. The poverty risk in the third Baltic country, Estonia, is more than five percentage
points lower than in Latvia, entirely because of a sharp drop in the at-risk-of-poverty rate in
Estonia from 2008 to 2009.

Different country groups can be identified:

- Eastern European countries, including Latvia, Romania, Bulgaria, Lithuania and
Poland with relatively high poverty rates (between 18 and 21 per cent).

- Other Eastern European countries, including Slovenia, Hungary, Slovakia and first of
all the Czech Republic are among the EU Member States with the lowest poverty risk
(between 9 and 13 per cent).

- Northern European countries, such as the Netherlands, Sweden, Finland and
Denmark are also low risk countries, together with Austria, France, Germany,
Luxembourg and Belgium (between 10 and 13 per cent).

- The Southern European countries, including Portugal, Italy, Greece and Spain are
among the countries with the highest poverty risk (between 18 and 21 per cent).
While Cyprus and Malta comprise of a statistically significant lower risk (around 15
per cent).

- Anglo-Saxon countries, the UK and Ireland tend to have a poverty rate of 16-17%.
The situation is similar in Estonia, where the poverty rate is much below that of the
other Baltic States.

1.2.1.Change in at-risk-of-poverty rate anchored in 2005

The 'change in the at-risk-of poverty rate anchored in 2005' is defined as the proportion of
the population whose equivalized disposable income is below the ‘at-risk-of-poverty
threshold' in a particular year - the EU indicator currently uses 2005 - adjusted for inflation.

Our lead indicator of poverty in this section is the ‘at-risk-of poverty rate anchored in 2005’
as it reflects changes in price levels, but not changes in average incomes. In Latvia, due to
the rapid rise in average incomes in 2007 and 2008, followed by a drop in 2009, the at-risk-
of-poverty threshold differs significantly from the anchored threshold. The anchored measure
can be considered to indicate the changing proportion of the population who can afford to
purchase a fixed basket of goods and services.

With the threshold anchored in 2004, the proportion of people at-risk-of-poverty declined
between 2004 and 2009 across most of the EU countries. Accordingly, this suggests that an
increasing number of people in most parts of the EU could afford to buy a fixed basket of
goods and services over the period. The exceptions are France (although no data is




available for the latest years), Sweden, Germany and Hungary. Especially in Hungary and
Sweden, the increase is due to a high increase from 2008 to 2009, while in previous years
the anchored risk has either decreased or remained stable.

Similar to the latest developments in Hungary and Sweden, a number of other countries were
also affected by the negative social consequences of the crisis. In Estonia, Poland, Slovenia,
Latvia, Lithuania, Ireland and Spain, the anchored risk-of-poverty rate increased from 2008 to
2009. Most of these countries experienced a downward trend in earlier years.

Figure 2:At-risk-of-poverty rates anchored at a fixed moment in time (2004) across EU
countries, 2004-2009
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retrieved from EUROSTAT database.



Although the fixed poverty threshold indicates a general downward trend from 2004 to 2009
in most countries, the standard relative poverty indicator (At-risk-of-poverty rate) shows an
increasing proportion of people with income below the poverty threshold in many countries.
The difference between the changes in the two indicators in 2009 is particularly striking in the
three Baltic States, as well as in Poland, with a difference of more than ten percentage points
(see Figure 3). An explanation for the difference in the two poverty measures is the changing
shape of the income distribution curve: high incomes grew more than low incomes.

There are countries where the two poverty measures show similar results, both in terms of
level of poverty risk as well as in terms of trends over time: Austria, Belgium, Germany,
Denmark, Italy and Luxembourg.

Figure 3:At-risk-of-poverty rates anchored at a fixed moment of time (2004) compared to non-
anchored risk rates across EU countries, 2009
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Note: Data for Ireland, Cyprus and the United Kingdom retrieved from EUROSTAT database. Data for Bulgaria
and Romania not available.

1.2.2. Time trends of the “conventional” at-risk-of-poverty indicator (based on annual incomes)



Figure 4:At-risk-of-poverty rates across EU countries, 2004-2009
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from EUROSTAT database.

In about half of the EU countries, the at-risk-of-poverty rates remained stable during the
period from 2004 till 2009 (survey years 2005 to 2010). In 13 out of 27 EU member States,
there was no statistically significant change.

Comparing the situation in 2004 and in 2009, the proportion of population at-risk-of-poverty
declined in the Czech Republic, Slovakia, Hungary, Estonia, Ireland, the United Kingdom and
Poland. A clear declining trend during the whole period characterised Bulgaria, Poland,
Ireland and to a lesser extent Portugal. In Ireland, the decrease was almost 4% points, the
highest in the EU. The large drop of poverty rate in Estonia in the most recent data year
(referring to 2009 incomes) (4%) moved the country closer to the Scandinavian level of



poverty. Note, however, that this drop reflects falling real incomes and with the economic
recovery and rising average income poverty may be on the rise again. In the UK, data
suggest a substantial drop in 2007.

In contrast, the proportion of the poor increased in Sweden, Finland, Malta, Germany, Spain
and Latvia. Similar to Hungary, the change in Germany is subject to measurement errors as
poverty risk rates have been underestimated’. Latvia is the country with the highest
fluctuations in annual poverty rates. In the survey years 2007 and 2008, Latvia has reached
the highest risk-of-poverty rates both in country specific terms as well as in EU wide
comparison across the survey years. This is partly due to a rise of median income.

In Latvia, inequality was on the rise before the financial crisis: the incomes of the wealthier
groups grew proportionately more than that of those below the poverty threshold. The
median income of persons above the threshold grew by 36 per cent from to 2007, while the
rise was only 25% for those on poverty levels of income. Due to the relational character of
the poverty indicator, the over proportional increase in incomes at the upper end and the
lower increase of incomes below the poverty threshold lead to an increase of the threshold
value (and also to that of the poverty rate). In 2009, as Error! Reference source not found.
shows, both groups experienced a drop in median equivalized incomes, although it was
somewhat lower (proportionately) among the poor. The median income of those who are at
risk of poverty fell back to its.

Figure 5:Median equivalized income of persons above and below the at-risk-of-poverty
threshold in Latvia, 2004 — 2009
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The following two sub sections include two absolute poverty measures: at-risk-of-poverty rate
anchored in 2004 and the absolute poverty risk set at Dollar 2.5 and Dollar 5 a day. The
former controls for the impact of price changes within the country and the latter enables easy
cross-country comparisons of destitution.

" See Frick and Krell (2009)



1.2.3. Absolute poverty rates

The table below compares absolute poverty rates, using two alternative thresholds. The 2.5
US dollar / day and the 5 USD/day thresholds express a very low level of subsistence, and
thus it is an indicator of extreme deprivation. According to our calculations, in Latvia, 1% of
the population has an income which does not reach 2.5%/ day, and 2.9% lives on incomes
below 5%/day.

Only Lithuania or Romania has a similar extent of extreme poverty among the EU countries.

Note, however, that these calculations include only the non-institutionalised population, living
in private households. The homeless population, for example, is excluded from these figures,
so extreme poverty is likely to be underestimated.

Table 3: Absolute poverty rates, using a 2.5 USD/day and a 5 USD/day threshold, 2009

2.5 $/day 5 $/day
AT Austria 0.0 0.1
BE Belgium 0.0 0.2
BG Bulgaria 0.1 1.8
Ccz Czech Republic 0.0 0.1
DE Germany 0.0 0.1
DK Denmark 0.3 0.6
EE Estonia 0.3 0.9
EL Greece 0.1 0.2
ES Spain 0.8 14
FI Finland 0.0 0.1
FR France 0.1 0.2
HU Hungary 0.0 0.1
IT Italy 0.4 0.8
LT Lithuania 1.2 3.0
LU Luxembourg 0.0 0.0
LV Latvia 1.0 29
MT Malta 0.2 0.4
NL Netherlands 0.1 0.3
PL Poland 0.1 0.8
PT Portugal 0.2 0.3
RO Romania 0.9 6.1
SE Sweden 0.2 0.4
Sl Slovenia 0.0 0.0
SK Slovakia 0.3 0.6
UK United kingdom 0.1 0.2

Source: Own calculations based on EU-SILC 2010

1.3. Severe material deprivation

The severe material deprivation rate measures the percentage of the population that cannot
afford at least four of the following nine items:

1) pay rent or utility bills




2) keep home adequately warm

3) face unexpected expenses

4) eat meat, fish or a protein equivalent every second day
5) a week holiday away from home

6) acar

7) awashing machine

8) acolour TV

9) oratelephone.

The severe material deprivation indicator measures the availability of fixed items considered
by most people to be desirable or even necessary to lead an adequate life. Thus, the
indicator uses an EU wide definition of severe material deprivation, in contrast to the country-
specific poverty threshold values of the at-risk-of-poverty rate.

Severe material deprivation rates range from 0.5 per cent in Luxembourg to 35 per cent in
Bulgaria. Latvia is among the countries with the highest proportion of people who cannot
afford most of the items, with a severe material deprivation rate of more than 27 per cent. In
contrast, most other countries show relatively low levels of severe material deprivation. In ten
countries the proportion of people being severely materially deprived is below ten per cent, in
five other countries even below five per cent.

Countries with relatively low severe material deprivation rates in 2009 experienced minor or
no changes in the observed period. The three exceptions are the Czech Republic, Estonia
and Cyprus. In the Czech Republic, the deprivation rate decreased from 12 per cent in 2004
to six per cent in 2009.

Changes in Latvia show a U-shape, with a decrease (the proportion of people who cannot
afford most of the items has decreased from 39 per cent in 2004 to 16 per cent in 2007),
followed by an increase (to 27 per cent in 2009). A similar U-shape pattern characterises the
other two Baltic States, Lithuania and Estonia. Severe material deprivation in Latvia and
Lithuania is much above the level of that in Estonia. In Lithuania, the rate is more than
twofold and in Latvia it is more than threefold.




Figure 6:Severe material deprivation rate across EU countries, 2004-2009
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1.4. Indicators of social exclusion: an overview

Figure 7:Correlation between severe material deprivation rate and at-risk-of-poverty rate
across EU countries, 2009
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Source: EU-SILC 2010
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In Latvia, a large proportion of the population lives at risk of poverty or in severe material
deprivation. The situation is similar to that of Bulgaria and Romania . The Latvian situation
seems to be significantly worse than in the other two Baltic States of Estonia and Lithuania.



Table 4: Indicators of income inequality and poverty across the EU27, 2009

At-risk-of-poverty ~ Severe material Low work
rate deprivation rate intensity
cz 9 6.2 6.4
NL 10.3 2.2 8.2
AT 12.1 4.3 7.7
S 12.7 5.9 6.9
SE 12.9 1.3 5.9
Fl 13.1 2.8 9.1
DK 13.3 2.7 10.3
FR 13.4 5.8 9.8
LU 14.5 0.5 5.5
BE 14.5 5.8 12.6
MT 15.5 5.7 8.4
DE 15.7 4.6 11.1
UK 17.1 4.9 13.1
ES 20.7 4 9.8
IE 16.1 7.5 22.9
SK 12 11.4 7.9
CY 15.8 9.8 4.6
EE 15.9 9 8.9
PL 17.7 14.2 7.3
PT 17.9 8.9 8.6
IT 18.2 6.9 10.2
EL 20.1 11.6 7.5
HU 12.3 21.6 11.8
LT 20.2 19.6 9.2
BG 20.7 35 7.9
RO 21 30.9 6.8
LV 21.3 27.4 12.2

Source: EU-SILC 2010
Note: Data for Ireland and Cyprus 2010 retrieved from EUROSTAT database. The country grouping is based on a
cluster analysis, using the Ward's linkage method. Low work intensity: refers to people aged 0-59.

The overview of three social exclusion indicators suggests that material deprivation varies
the most across countries, followed by the low work intensity (Table 4). Therefore, the
country grouping (based on a cluster analysis) is dominantly driven by the extent of material
deprivation.

Social disparity in Latvia tends to be among the highest in the EU (Table 4). Inequality (the
quintile ratio), the poverty rate and the severe material deprivation rate are all among the
highest within the EU, reaching a similar high level as in Bulgaria and Romania The situation
in Latvia seems to be significantly worse than in Estonia and Lithuania, especially with



respect to severe material deprivation. Latvia thus seems to fare worse than other Baltic or
Eastern-European countries.

2. The situation of specific social groups in Latvia

2.1. Poverty rates: the most recent evidence

Individuals living in households with very low work intensity have the highest poverty risk,
affecting three out of four individuals living in such households (Error! Not a valid
bookmark self-reference.). Similar high risks prevail in Lithuania and Estonia as well. The
three Baltic States have the highest poverty rate for individuals living in very low work
intensity households among the EU27.

Figure 8: At-risk-of-poverty rate of specific social groups in Latvia (%), 2009
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Tenants (paying reduced rate), single parents, single elderly, couples with three or more
children and the unemployed also face a risk well above the average.

Table 5: At-risk-of-poverty rate in regions of Latvia (%), 2006-2010

2006 2007 2008 2009 2010
Riga 11.0 15.7 16.2 13.6 12.0
Pieriga 13.1 19.7 17.2 15.5 15.1
Vidzeme 28.1 31.6 38.1 24.8 23.8
Kurzeme 23.3 33.6 30.7 22.7 211
Zemgale 25.7 24.8 25.6 28.4 24.0
Latgale 40.4 42.1 42.2 34.7 30.3

Source: Statistics Latvia. Note that these regions are statistical regions, not administrative ones. The four
statistical regions Kurzeme, Latgale, Vidzeme and Zemgale align with the planning regions of Latvia.

The poverty risk is the lowest in the Riga and the Pieriga regions, the latter being actually
part of the Riga “planning region”, and is a neighbouring area (Table 5).

In contrast, poverty rate is the highest in the Latgale region, at the South-East, bordering
mostly Russia and Belarus. These differences between the two extremes are well over



twofold, and have been prevalent in the past years as well, as suggested by our data series
covering the years between 2006 and 2010.

Note that in Zemgale and Latgale, two high poverty regions, there was a marked decline of
the poverty risk in 2010. This may be partly due to the fall of average national income, as
these poverty figures are based on a national threshold.

Table 6: At-risk-of-poverty threshold (60% of median equivalized income) in Latvia, 2006-2009
2006 2007 2008 2009

At-risk-of-poverty threshold (euros) 2,010 2,899 3,284 2,722

Source: Eurostat database

After a period of rapid rise of national income and thus the national poverty threshold in 2007
and 2008, there was a 17% drop in the poverty threshold value in 2009 (Table 6). These
major changes in the poverty threshold imply that trends in the standard poverty rate, which
is based on annual poverty thresholds, need to be interpreted cautiously. For example, the
recent drop in the poverty rate may reveal very little on how the situation of the poor or the
very poorest are protected by social policies. Using a fixed poverty threshold, which is only
adjusted to price changes, a so called “anchored” rate seems to be more appropriate for
analysing changes over time.

Table 7 presents detailed estimates for the at-risk-of-poverty rate for specific population
subgroups in Latvia. This indicator is a lead indicator of social exclusion of the European
Union. The indicator takes into account social benefits received in cash. As mentioned
before, the at-risk-of-poverty rate is the share of people with an equivalized disposable
income (after social transfer) below the at-risk-of-poverty threshold, which is set at 60 % of
the national median equivalized disposable income after social transfers.

The evidence suggests an age pattern: child poverty is rather high, while poverty among the
elderly is below average. The education gradient is very strong: individuals with primary or
secondary education are more likely to have multiple levels of poverty than those with tertiary
education. The difference between those with primary and tertiary education is over four fold.

Households with dependent children are more likely to be poor than those without. Single
parents and couples with three of more children are most at risk. Single persons have a high
risk as well: one in three individuals is at risk of poverty. In 2006, 2007 and 2008, single
persons aged 65 or over had a poverty risk of over 75%. Our calculations are verified by the
official Eurostat estimates, which indicate figures of similar magnitude. The large drop in
2009 is partly due to declining average incomes, partly to the relative stability of pension
incomes as opposed to wages and salaries.

Households with low work intensity, especially those below 0.5 have a very high risk.

Retired persons have about twice as high poverty risk than those employed, and the
unemployed nearly four times as high risk, reaching almost 40%.

Tenants face a significantly higher poverty rate than owners, although possible mortgage
payments may worsen the situation of the latter group.

There is a pronounced urban-rural divide, and people in rural areas are more likely to
experience poverty level of incomes.



Table 7: At-risk-of-poverty rate (%), 2006-2009

2006 2007 2008 2009
Total 211 25.7 25.7 21.3
Gender
Men 19.3 23.3 24.2 21.7
Women 22.7 27.8 27.0 21.0
Age
0-17 20.4 24.7 25.7 26.6
18-24 17.1 17.2 19.2 21.2
25-64 18.4 20.2 20.5 20.3
65+ 334 51.3 47.5 18.8
Educational attainment
Primary 34.5 40.8 42.2 32.0
Secondary 19.0 22.7 23.4 20.0
Tertiary 8.3 12.6 10.3 6.5
Household type
Households without dependent children 25.8 32.4 31.4 19.6
Single person 59.0 61.0 58.6 35.0
Single person younger than 65 years 44.3 40.5 38.6 34.4
Single person 65 years or over 75.1 82.6 79.6 35.6
Two adults younger than 65 years 19.7 20.3 18.6 17.7
Two adults, at least one aged 65 years or over 22.2 47.5 40.8 11.9
Other households without children
Households with dependent children 17.8 20.8 21.4 22.7
Single parent 34.4 41.8 39.0 41.3
Couple with one child 11.8 134 15.0 17.4
Couple with two children 16.4 21.1 22.1 18.4
Couple with three or more children 46.3 38.0 44.8 38.8
Other households with children
Work intensity of the household
0.0-0.49 59.3 61.6 62.8 52.2
0.50 23.7 32.6 275 24.2
0.51-0.80 12.6 10.2 14.3 9.2
0.81-1.00 6.6 8.6 7.7 5.3
Employment status
Employed 10.9 12.0 11.5 11.4
Unemployed 49.2 40.7 34.2 39.2
Retired 36.4 54.4 49.0 204
Other inactive 29.3 30.9 30.9 28.6
Country of Birth
Native-born 20.5 24.7 24.8 21.6
Foreign-born 25.2 31.6 315 19.9
Citizenship
with Latvian citizenship 21.2 24.8 25.3 20.0
with other citizenship 225 30.5 28.8 22.0
Tenure status
Owner 18.5 235 23.6 18.2
Tenant paying rent at market rate 22.3 28.2 32.1 33.0
Tenant paying rent at a reduced rate or rent free 42.4 48.1 47.4 42.0
Degree of urbanisation
Urban area 12.7 18.8 19.7 16.6
Rural area 28.8 325 31.7 25.9

Source: Own calculations based on EU-SILC (2006-2009) and Statistics Latvia (2010)



We also assessed the composition of the population at risk of poverty. In order to be able to
say whether it is “much” or “little” we compared the share of a particular group within the poor
population with that within the total population (see



2.2.Who are the poor?

Figure 9 and Table 8).

There are more women among the poor than men, but it is largely due to their higher share
within the population.

With respect to age groups, about half of the poor population is between the age of 25 and
64, but it is purely due to their high population share. 23% of the poor population consists of
children (aged 0 to 17), surpassing their population share (19%).

The share of people at risk of poverty with only primary education is 42%, although their
population share is only 27%, indicating their high relative poverty risk. Only 7% of the poor
population has tertiary education.

Single persons constitute 17% of the poor population, single parents 11%, and individuals
living in a household as a couple with three or more children constitute 8%. All three groups
have a higher share among the poor than in the general population, indicating their higher
poverty propensity.

Nearly two thirds of the poor population are constituted by people who live in household with
low work intensity (below 0.5). 28% of the poor population are unemployed. Note that 26% of
the poor are in employment. “Working poor” do exist in Latvia, even though the share of
employed people is lower within the poor population than in the general population (46%).

12% of the poor are foreign born, which is about the same as the share of foreign born
population in the country. 19% of the poor are without a Latvian citizenship, which is again
about the same as their share within the total population. Non-Latvian origin or citizenship
thus do not seem to be associated with a higher prevalence of poverty.

72% of the poor population are owner-occupiers, 10% are tenants paying a market rate and
18% are tenants paying subsidized rent or no rent at all. The latter two groups are
overrepresented among the poor compared to their population share.

62% of the poor live in rural areas, while actually only about half of the population lives there.



2.3.Who are the poor?

Figure 9: Composition of the total population and those at risk of poverty (%), 2009
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Table 8: Composition of the population and those at risk of poverty (%), 2006 and 2009

2006 2009
roa - TSN Toa PR
population poverty population poverty
Gender
Men 46.1 42.1 46.1 46.9
Women 53.9 57.9 53.9 53.1
Age
0-17 20.3 19.6 18.7 23.3
18-24 9.8 7.9 10.7 10.6
25-64 53.8 47.0 54.0 51.4
65+ 16.1 254 16.6 14.6
Educational attainment
Primary 27.4 44.2 26.8 42.3
Secondary 54.9 48.9 515 50.7
Tertiary 17.7 6.9 21.8 7.0
Household type
Households without dependent children 41.7 50.8 43.3 39.7
Single person 9.6 26.8 10.7 175
Two adults younger than 65 years 9.3 8.7 9.9 8.2
Two adults, at least one aged 65 years or over 8.3 8.7 8.5 4.8
Other households without children 14.5 6.7 14.2 9.2
Households with dependent children 58.4 49.2 56.6 60.3
Single parent 55 9.0 5.7 109
Couple with one child 14.5 8.1 14.0 114
Couple with two children 11.5 8.9 11.0 9.5
Couple with three or more children 4.3 9.5 4.4 7.9
Other households with children 225 13.6 21.7 20.6
Work intensity of the household
0.0-0.49 14.5 475 27.1 64.9
0.50 13.9 18.2 14.9 16.6
0.51-0.80 24.2 16.9 24.6 10.4
0.81-1.00 47.5 17.4 334 8.1
Employment status
Employed 56.7 28.7 46.0 259
Unemployed 4.6 105 145 27.9
Retired 23.1 39.3 23.6 23.7
Other inactive 15.7 215 15.9 22.4
Country of Birth
Native-born 86.8 84.3 86.9 87.8
Foreign-born 13.2 15.7 131 12.2
Citizenship
with Latvian citizenship 82.1 81.2 82.3 80.8
with other citizenship 17.9 18.8 17.8 19.2
Tenure status
Owner 84.4 74.2 84.1 71.6
Tenant paying rent at market rate 5.7 6.0 6.7 10.3
Tenant paying rent at a reduced rate or rent free 9.9 19.9 9.2 18.1
Degree of urbanisation
Urban area 47.6 28.7 49.2 38.2
Rural area 52.4 71.4 50.9 61.9

Source: Own calculations based on EU-SILC 2007, 2008, 2009, 2010



The 'poverty gap' (the Laeken indicator termed the 'relative median at-risk-of-poverty gap') -
measured as the difference between the median income of those below the poverty
threshold and the threshold itself, expressed as a percentage of the threshold - indicates the
extent to which the incomes of those at risk of poverty fall below the threshold. In policy
terms, when combined with the at-risk-of-poverty rate it indicates the scale of transfers which
would be necessary to bring the incomes of the people concerned up to the poverty
threshold (by redistributing income from those above).

The median incomes of those below the poverty threshold of 60% of median income are, on
average in Latvia, 30% lower than the threshold, i.e. below the minimum level of income
regarded as being necessary to avoid relative deprivation. The poverty gap across the
specific social groups analysed here varies from 6% (single elderly 65+) to 42% (tenants
paying reduced rate) (see Poverty gap: the depth of poverty

Figure 10 or for more details, see Table 9). Unemployed and individuals living in households
with very low work intensity also have an outstanding poverty gap.

Changes between 2006 and 2009 indicate the deepening of poverty and increasing
polarisation. Differences in the extent of poverty gap (the depth of poverty) were much
smaller in 2006 than in 2009.

Note, however, that the at-risk-of-poverty gap indicates only the average income of those
below the threshold; it says nothing about the distribution of income between them.
Accordingly, the measure would not change if there was a transfer of income from the person
with the lowest income level to someone with income just below the threshold, or vice versa.

2.4. Poverty gap: the depth of poverty

Figure 10: At-risk-of-poverty gap in Latvia (%), 2006 and 2009
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Table 9: At-risk-of-poverty gap (%), 2006-2009

2006 2007 2008 2009
Total 24.6 28.6 29.0 29.4
Gender
Men 27.2 274 313 324
Women 23.6 29.6 28.0 25.8
Age
0-17 28.2 29.1 34.2 32.4
18-24 24.6 26.4 29.9 30.3
25-64 30.2 30.0 34.1 32.8
65+ 18.7 27.3 25.0 9.7
Educational attainment
Primary 24.5 30.1 29.1 30.3
Secondary 24.0 275 28.7 27.6
Tertiary 214 254 234 20.7
Household type
Households without dependent children
Single person 23.7 37.1 30.3 14.1
Single person younger than 65 years 36.4 44.5 41.9 39.7
Single person 65 years or over 19.8 35.5 28.3 5.9
Two adults younger than 65 years 29.6 28.1 36.3 48.1
Two adults, at least one aged 65 years or over 12.1 195 14.9 26.3
Other households without children 27.3 25.0 30.1 23.2
Households with dependent children
Single parent 34.4 24.6 34.0 371
Couple with one child 27.6 31.0 27.4 38.1
Couple with two children 213 25.2 25.3 23.9
Couple with three or more children 29.9 37.4 43.8 34.5
Other households with children 22.6 26.8 274 30.8
Work intensity of the household
0.0-0.49 36.1 41.0 45.1 40.9
0.50 22.9 24.5 27.3 225
0.51-0.80 21.3 19.7 25.0 211
0.81-1.00 211 16.9 22.0 20.4
Employment status
Employed 24.5 24.4 26.3 27.1
Unemployed 42.8 38.4 37.0 40.4
Retired 20.2 28.6 25.7 12.7
Other inactive 32.8 33.0 35.6 32.7
Country of Birth
Native-born 25.9 28.5 29.9 29.7
Foreign-born 22.8 29.6 27.0 25.4
Citizenship
with Latvian citizenship 24.5 28.1 29.0 28.5
with other citizenship 23.4 29.7 27.5 25.4
Tenure status
Owner 24.0 27.8 27.8 26.4
Tenant paying rent at market rate 29.0 27.4 27.7 31.2
Tenant paying rent at a reduced rate or rent free 28.2 35.7 40.9 41.9
Degree of urbanisation
Urban area 216 26.6 26.4 29.6
Rural area 26.2 30.7 31.8 29.4

Source: Own calculations based on EU-SILC 2007, 2008, 2009 and 2010



2.5. Monitoring changes over time, using an anchored poverty rate

The ‘at-risk-of-poverty rate anchored in 2006’ is defined as the proportion of the population
whose equivalized disposable income is below the ‘at-risk-of-poverty threshold’ that prevailed
in 2006, adjusted only for inflation. This measures progress in poverty reduction compared to
a standard of living that is fixed in real terms over time, and thus is an indicator of changes in
absolute poverty. This is in contrast to the relative reference point of the standard EU risk-of-
poverty indicator. For example, if all incomes doubled in real terms, the anchored poverty
indicator would reflect a reduction in poverty, whereas the relative indicator would register no
change at all in the poverty rate.

In Latvia, due to the rapid rise in average incomes in 2007 and 2008, followed by a drop in
2009, the at-risk-of-poverty threshold differs significantly from the anchored threshold (Table
10). In our view, using an anchored threshold is more suited to assess the situation of those
on low incomes. Because the anchored measure is adjusted for inflation, it can also be
considered as a measure to indicate the changing proportion of the population who can
afford to purchase a fixed basket of goods and services.

Table 10: At-risk-of-poverty threshold (60% of median equivalized income) in Latviain euro,

2006-2009
2006 2007 2008 2009
At-risk-of-poverty threshold 2,010 2,899 3,284 2,722
Anchored threshold 2,010 2,226 2,586 2,674

Source: Own calculations based on data retrieved from Eurostat database

Using an anchored poverty rate, we find that the extent of poverty has somewhat increased
among the unemployed and among couples with three or more children. The most marked
change, however, is the improvement of the situation of single elderly.

The figures for the risk of poverty are normally presented as single values. But since they are
based on the information collected from only a sample of households, they are inevitably
subject to a margin of error, even if the sample concerned is intended to be representative of
the population of the country. Unfortunately, we cannot estimate the exact value of the
confidence intervals (the estimation based on the sample size alone is likely to
underestimate it).

Using a poverty rate anchored in 2006 suggests that there was a recent increase in the
extent of poverty (from 2008 to 2009),.Poverty in 2009 returned to its 2006 level, showing a
U-shaped pattern during the four years analysed here.



Figure 11: At-risk-of-poverty rate anchored at a fixed moment in time (2006) (%), 2006 and 2009
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Table 11: At-risk-of-poverty rate anchored at a fixed moment in time (2006) with confidence
intervals in Latvia (%), total population

At-risk-of-poverty rate

2006 211
2007 155
2008 16.7
2009 20.6

Source: Own calculations based on EU-SILC 2007, 2008, 2009 and 2010

Although the extent of poverty on a national level is the same in 2009 as it was in 2006,
using an anchored threshold (Table 11), there was a larger change in case of specific groups
(Tables 12-13,

Figure 12).

There was a rise in the risk of poverty among single parents and young people between
2006 and 2009, using an anchored poverty rate (Table 12). In contrast, poverty declined
among the unemployed, couples with three or more children, women, single elderly, those
living in rural areas and the foreign-born population.




Table 12: At-risk-of-poverty rate anchored at a fixed moment in time (2006) with confidence
intervals (%), 2006 and 2009

2006 2009
At-risk-of- At-risk-of-
poverty poverty

rate rate
Foreign-born 25.2 19.0
Women 22.7 20.1
Young people (18-24) 171 20.5
Rural area 28.8 25.2
Single elderly (65+) 75.1 30.3
Unemployed 49.2 38.5
Couple with 3+ children 46.3 38.6
Single parents 34.4 40.5
Tenants paying reduced rate 42.4 41.2
Very low work intensity (< 0.2) 73.9 71.4

Source: Own calculations based on EU-SILC 2007 and 2010

The rise of poverty (using an anchored poverty rate) among both single parents or young
people (aged 18-24) is due to a sudden rise in 2009, following a period of gradual decline
since 2006 (Table 13 and

Figure 12).

The declining poverty seen among the elderly (aged 65 or over), appears to be a stable trend
across the four years analysed here. The relatively large drop in the poverty rate for this
group in 2009 is explained by increasing, pension incomes compared to the drop in median
incomes (see also retired).

The trend in the poverty risk of women, large families (couples with three or more children),
the unemployed seems to show a U-shape, with somewhat lower rates in 2009 than in 2006,
using an anchored poverty line.



Table 13: At-risk-of-poverty rate anchored in a fixed moment in time (2006) (%), 2006-2009

2006 2007 2008 2009
Total 211 15.5 16.7 20.6
Gender
Men 19.3 13.3 15.8 211
Women 22.7 17.4 17.4 20.1
Age
0-17 20.4 15.0 17.4 26.0
18-24 17.1 9.5 13.0 20.5
25-64 18.4 12.6 12.8 19.8
65+ 334 30.0 27.6 16.8
Educational attainment
Primary 34.5 26.4 28.1 30.7
Secondary 19.0 13.1 14.7 19.3
Tertiary 8.3 6.9 5.7 6.2
Household type
Households without dependent children
Single person 59.0 48.0 44.7 31.9
Single person younger than 65 years 44.3 314 30.1 33.4
Single person 65 years or over 75.1 65.6 60.1 30.3
Two adults younger than 65 years 19.7 12.1 135 17.4
Two adults at least one aged 65 years or over 22.2 19.1 151 11.6
Other households without children 9.8 6.2 9.8 13.4
Households with dependent children
Single parent 34.4 23.0 29.1 40.5
Couple with one child 11.8 7.8 8.9 16.9
Couple with two children 16.4 11.9 12.2 18.2
Couple with three or more children 46.3 26.0 35.8 38.6
Other households with children 12.8 9.9 10.4 19.4
Work intensity of the household
0.0-0.49 57.8 48.2 50.4 51.5
0.50 22.6 17.3 16.6 23.0
0.51-0.80 11.9 4.4 8.1 8.9
0.81-1.00 6.4 3.3 4.0 5.1
Employment status
Employed 10.9 6.2 6.6 11.0
Unemployed 49.2 28.8 25.4 38.5
Retired 36.4 33.2 29.2 18.6
Other inactive 29.3 21.0 22.3 28.2
Country of Birth
Native-born 20.5 14.9 16.2 20.8
Foreign-born 25.2 19.4 19.6 19.0
Citizenship
with Latvian citizenship 21.2 15.0 16.4 19.3
with other citizenship 225 19.1 17.8 20.9
Tenure status
Owner 18.5 14.1 14.7 17.3
Tenant paying rent at market rate 22.3 154 19.7 325
Tenant paying rent at a reduced rate or rent free 42.4 321 39.6 41.2
Degree of urbanisation
Urban area 12.7 10.2 11.9 15.8
Rural area 28.8 20.7 21.5 25.2

Source: Own calculations based on EU-SILC 2007, 2008, 2009 and 2010



Figure 12: Trends of at-risk-of-poverty rates anchored at a fixed moment in time (2006) for
specific social groups, 2006-2009
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Who are the main losers of the crisis? Which groups benefitted relatively from a declining
exposure to poverty? What is the poverty level of these groups? Has poverty declined most
among the high-risk groups? Has it increased most among the low-risk groups? Is there any
link between the level of poverty and change over time? In our overview chart we are using
the anchored poverty rate for monitoring the impact of the crisis on poverty. We present the
poverty rate and changes over time for the period 2006-2009.

As shown by Figure 13, there is no consistent relationship between a group’s level of poverty
in 2006 and its change between 2006 and 2009. There was no major change in the situation
of individuals with the highest poverty rate, i.e. those who live in households with very low or
low work intensity. Among the high-risk groups, the situation of single parents and that of
tenants paying a market rate worsened from 2006 to 2009, while the situation of
unemployed, single persons (including both those over 65 and below), improved over time.
Among those with a relatively lower risk, the poverty rate of older people declined, while
those living in urban areas increased.

In sum, during the period between 2006 and 2009, the poverty risk of children, young adults,
single parents, tenants paying a market rate, those living in urban areas increased to a large
extent. In contrast, there was an improvement (declining poverty rate) among older people,
people living alone (including both those over 65 and below), people living in households with
high work intensity, and the foreign-born population.



Figure 13: “Winners and losers of the economic crisis”. Changes in the poverty rate (using an anchored poverty threshold) and the level of poverty
before the crisis
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This paper evaluates the employment effects of unemployed training provided by Latvian State Employment
Agency (SEA) in 2008-2011. Using full set of SEA administrative records, as well as monthly records of State
Social Insurance Agency for the period between January 2005 and August 2012, allow for observing
unemployment, employment and earnings history for all individuals both before and after the training.
Moreover, we use very detailed information on type, content and duration of training. We focus on three main
types of training: (i) Occupational Training (43 narrow programs); (ii) Informal Education Programs (classroom
training aimed at enhancing universal skills; 18 narrow programs); (iii) Employer Provided Training (training in
profession at employer’s firm; 13 narrow programs). Both parametric methods and propensity score matching
estimates are used for evaluation. Our findings suggest that professional training and informal education
programs for unemployed significantly improve participants’ employment rates—both soon after training
completion and in the medium term, although substantial variation in terms of efficiency is found both between
types of programs and within each type. We have identified the best-performing programs for men and for
women in general, as well as for vulnerable groups (low-educated youth and unemployed aged 50+ with
disabilities). However, the effect on earnings is either non-significant or slightly negative for classroom training
and highly negative for employer provided training programs. In fact, the participants of Employer Provided
Training who keep their jobs have much lower wages than otherwise similar participants of other programs or
non-participants; for females, these programs also do not show a long-term effect on employment. We conclude
that there is no case for general expansion of subsidized employer provided training in Latvia. Short (non-
training) measures to improve competitiveness of the unemployed are found to have a small, but statistically
significant, positive effect on employment; they to some extent complement but cannot substitute for training.
On the other hand, training complements and partly substitutes short measures.
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1. Introduction

This paper looks at the main types of active labor market programs (ALMPs) implemented by the Latvian State
Employment Agency (SEA) in 2008-2011. We analyze three broad types of training programs: classroom training
in profession (Occupational Training), professional training at employer's enterprise (Employer Provided
Training) and [mostly] classroom training in 'universal' skills (language, IT, project management, driving, etc.)
outside formal education system (Informal Education Programs).

We seek to answer the following questions:

(i) Which programs, if any, helped to improve subsequent labor market outcomes of the individuals who
completed these programs (further referred to as treated or trained) in comparison to otherwise similar
untreated unemployed?

(i) How do different types of programs (Occupational Training, Employer Provided Training and Informal
Education Programs) differ from each other in terms of their performance? In particular, does Employer
Provided Training perform considerably better than the traditional (out-of-the-job) occupational training?

(iii) How do different programs within each type (e.g. training in different occupations, or informal education in
different languages or at different levels) differ from each other in term of their performance?

(iv) How does the impact of training programs on labor market outcomes compare to the impact of non-training
(short and cheap) measures to improve competitiveness of the unemployed ("Short ALMPs" hereafter)? Can
Short ALMPs substitute training? Are Short ALMPs and training programs complementary?

Two administrative data sources are used to conduct the study: information related to spells of registered
unemployment and participation in SEA training programs is provided by SEA administrative records, while State
Social Insurance Agency (SSIA) monthly records are used to construct full employment history between 2005
and 2012 for all individuals. Similar data (individual records from administrative source) have been recently used
to evaluate the effects of unemployed training in Germany by Lechner et al. (2011), Biewen (2013), Osikominu
(2013).

The context of the study is the one of the crisis and post-crisis labor market, with extremely low labor demand
(Hazans 2013). In such a context, training of the unemployed has to be considered largely as a long-term human
capital investment, as discussed by Lechner and Wunsch (2009) and Osikominu (2013) among others.
Therefore, unlike most evaluation studies which, due to data limitations, consider only short-term effects of
training (like outflows from registered unemployment to jobs), we look at the outcomes at horizons from 6 to 24
months after training’. For this purpose, the SEA data have been combined, at the individual's level, with the
State Social Insurance Agency (SSIA) monthly records covering the period from January 2005 to August 2012 (for
those never employed during this period, we have information on their last job (if any) in 1996-2004). Thus, we
are able to observe individual's official employment and earnings history, as well as registered unemployment
history, both before and after the training.

Moreover, we look at a wide range of outcomes: exit to jobs, exit to "stable" jobs, employment at a given
horizon, earnings, total time worked, etc. Most of these outcomes would not be possible to evaluate within the

! Lechner et al. (2011) also focus on the long run effects of publicly provided training (at even longer time horizons) using a
rich dataset of German data.
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traditional approach when only SEA data (even amended with the 6 months post-unemployment history
obtained from SSIA or the State Revenue Service) would be used. For instance, it would be impossible to
distinguish an individual who found a job 5 months after completion of the training, but lost it 2 or 3 months
later, from an individual who stayed at this job for at least a year. From this perspective, employment rates
(rather than traditionally used exit-to-job rates) at different horizons after registering at SEA (or after completing
the training) are particularly useful. This is especially the case when programs with mandatory post-training
period of employment (e.g. Employer Provided Training programs included in our analysis) are considered.

The crisis context has also changed the meaning of so-called lock-in effect, when during the training period (or
even while waiting for the training to start) unemployed engaged in ALMP are not looking for jobs (or search less
intensively), and this postpones their exit to job. On one hand, due to explosive increase in unemployment
waiting lists for training became very long. In fact, 58% of unemployed who benefited from informal education
programs in 2088-2011 and 46% of those who completed occupational training waited more than 6 months for
the training to start. On the other hand, in a period of extremely low vacancy level (see Hazans 2013)
opportunity cost of waiting was low for all but the "very best" (most employable) unemployed; moreover, it is
unlikely that total outflow to jobs would be significantly higher if training participants would not hope for
training but try more intensively to find jobs directly during their first 6 months in registered unemployment?.
Neither (but less importantly) would many of the [afterwards] trained outcompete, during their waiting period,
those unemployed who really found jobs before the trained started training. The “early birds” among
nonparticipants were most likely “better” than those who were selected for training (especially taking into
account that during the crisis SEA tended to offer training to otherwise less employable clients - see World Bank,
2013). Table 1 illustrates.

2 Similar reasoning can be found in Lechner and Wunsch (2009) who suggest that during recessions, job finding rate of non-
participants falls thus reducing the cost of lock-in effect of training for participants. They argue that this link explains in part
the positive relationship found between program efficiency and unemployment rate.
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Table 1. Pre-unemployment characteristics of participants and non-participants in ALMP, 2008-2011

Time since last Work experience since Total earnings during
worked 01.01.2005 the last 12 months
(months) (months) (Sept 2012 Lats)
Median Mean Median Mean median mean N
Trained:
Occupational training 1.0 115 36.0 32.6 1500 2583 7870
Employer provided training 3.0 23.6 25.0 27.6 0 1418 909
Informal education programs 1.0 11.8 43.0 38.0 2100 3261 26678
Total 1.0 12.9 41.0 36.5 1956 3064 35457
Not trained:
Job found within 3 months 1.0 7.8 38.0 37.0 2028 3156 66689
Job found within 4 to 6
months 1.0 6.5 41.0 38.9 2448 3838 46561
Total not trained 'early birds' 1.0 7.3 39.0 37.8 2196 3437 113250
Job not found in 6 months 1.0 18.5 35.0 32.4 1164 2649 248584

Note: The table includes only those registered unemployed who have been used for evaluation, either as treated or as
controls, hence those who underwent several training programs are excluded. Not trained include those who underwent
only short ALMP measures. Data refer to the first unemployment spell within given period.

Compared to participants in occupational training and informal education programs, the "early birds" among
nonparticipants have, on average, by 4 to 5 months shorter duration of joblessness preceding the given
unemployment spell, by 1 month longer work experience since 2005, and by 12% higher earnings during the last
12 months. Hence, a proper comparison would be not between the proportions of participants and
nonparticipants who found jobs, say, within 15, 18 or 24 months since registration (although even here results
are good for many programs) but between chances (hazard) to find a job for participant and nonparticipant with
similar duration of unemployment.

Figure 1 (upper panel) shows that among males, those who underwent occupational training outperform
nonparticipants (respectively, participants in short measures) after 4 (respectively, 6-7) months of
unemployment, while those who completed informal education programs outperform non-participants
(respectively, participants in short measures) after 6 (respectively, 9) months. Similar results hold for females
(Figure 1, lower panel), as well as when only outflows to jobs lasting at least 3 months are considered (Appendix
B, Figure B.1).



Figure 2. Exit to employment hazard by time since registration at SEA
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Figure 2 shows that when training time is excluded from the duration of unemployment (as is often done in the

literature), the positive impact of training and informal education programs on outflow to employment shows
up without any delay.



Figure 3. Exit to employment hazard by unemployment duration excluding training time (if any)
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Occupational Training and Informal Education Programs: Duration ex cdludes training time

These findings suggest that while short measures to improve competitiveness of the unemployed are useful,
they cannot substitute training and education, especially in the longer term. As shown later, this claim stands
true also when characteristics of the unemployed are accounted for.



2. Programs and participants

2.1. Programs

Our focus is on three main types of training programs provided by SEA (listed in Tables C1, C2 and C3 in
Appendix C and referred to as “In scope” programs):

Occupational training for unemployed and training for unemployed with coupon method (OT), allows

either obtaining a new profession (vocational training and requalification) or upgrading skills in a current
occupation (qualification improvement). Typical duration of training and requalification programs is 480,
640 or 960 to 1280 hours (which takes between 4 and 6 months), while skills upgrading programs take
160 to 320 hours (1 to 2 months). Educational programs are selected by SEA according to the demand in
the labor market (inquired through employer's surveys). Since 2011, training programs are implemented
by applying a method of training vouchers. Those are issued to eligible unemployed and can be used to
undergo training with one of accredited training providers (the training should be conducted in the state
language).

Employer provided training leading to professional qualification (EPT), i.e. training (or informal

education) at employer’s enterprise. After completion of the training the employer has to hire the
trainee and employ her/him in appropriate occupation for at least 6 months.
Informal education programs (IEP), include state and foreign language courses, IT and software training,

training in business and record keeping, services, as well as car, bus or industrial/agricultural vehicles
driving. Program duration is between 60 and 159 hours (usually implemented within 1 to 2 months).

Overall, our analysis covers 74 programs (OT - 43, EPT -13, IEP -18).

SEA offers to the unemployed also other employment measures:

Other training, including E-training for disabled or persons after maternity, enhancing professional skills,
further professional training and professional higher education programs, lifelong learning programs.
These programs are out of scope of this evaluation.

Short measures to increase competitiveness (MIC), which consist of different short courses, seminars,

lectures (5-36 hours) and individual consultations offered to unemployed in areas such as CV writing,
job-finding and interview skills, communications skills, networking, negotiation, motivation etc.

We do not distinguish different kinds of MIC; we do, however, evaluate their overall effect on each of labor

market outcomes considered for those unemployed who have not completed training or informal education

programs. On the other hand, most of the "in scope" programs participants underwent also MIC, and we try to

evaluate net effect (value added) of "in scope" programs.

We restrict out analysis of training episodes to unemployed who obtained the status after 1 January 2008 and

completed training by the end of year 2011, so that we analyze about 83% of all participations, which for in-

scope programs makes almost 105 thousand participations and regards 77 692 registered unemployment spells.
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2.2. ALMP participation

Table 2 reports that among over 775 thousand unemployment spells, registered in 2008-2011 and concerning
over 539 thousands individuals, more than 70% were associated with participation in ALMPs of various types
and 10% included a completed training program. Among analyzed training programs informal education (IEP)

programs involve most of participants (73%), while every fourth participant is involved in occupational training
(OT). The scale of employer provided training is rather small — in 2008-2011 around 1700 unemployed have

completed this program.

Table 2. ALMP participation of registered unemployed

Year of inflow into unemployment
Spells with participation as % of total Total 2008 2009 2010 2011
Spells with AMLP participation 72% 60% 77% 76% 73%
Spells with OT, EPT or IEP training completed in 12% 12% 18% 15% 3%
2008-2011 :
Occupational training of unemployed (OT) 2.9% 3.4% 5.0% 2.7% 0.6%
Employer-provided training (EPT) 0.2% 0.1% 0.3% 0.4% 0.2%
Informal education programs (IEP) 8.5% 8.2% 13.0% 11.8% 1.8%
Total number of spells considered 755125 129862 228942 177379 141626

Source: SEA data and own calculation.

Driven by massive inflows into unemployment, increase in ALMP funding compared to the pre-crisis period (see

World Bank (2013)) and intensified efforts of SEA towards promotion of unemployed training, participation in

such programs has increased over recent years as suggested by Table 3 below.

Table 3. ALMP participation of registered unemployed

Number of participants, inflow in 2008-2012

Total Inflow year
Groups of programs 2008 2009 2010 2011 2012
All training programs (1) - (5) 858533 83381 222314 241852 193299 117687
In-scope training programs (1) - (3) 137718 8435 29352 51318 35880 12733
(1) OT : Occupational training for unemployed and
training for unemployed with coupon method 31327 1886 9692 7553 8575 3621
(2) EPT: Employer provided training leading to
professional qualification 2567 61 368 1087 1046 5
(3) IEP: Informal education programs 103824 6488 19292 42678 26259 9107
(4) Other programs * 24598 224 3590 8580 11064 1140
(5) MIC:
Short Measures to improve competitiveness 696217 74722 189372 181954 146355 103814

11



Note: Participants who completed training in 2008-2011 are included. Participations are defined as participations per
unemployment spell (i.e. statistics are not adjusted for double counting). ? This includes subsidized employment (see World
Bank (2013)), paid public works (see Azam et al. (2012); Hazans (2012); World Bank Human Development Network (2013)),
special programs for the youth, E-training for persons with disabilities or after maternity, enhancing professional skills,
further professional training and professional higher education programs, lifelong learning programs (see World Bank
(2013) for details). Source: SEA data and own calculation.

Overall, 99% of ALMP participations are considered as completed (no drop out), but this share varies
significantly across program types and decreases with program duration : it is the lowest for IEP — that lasts
about 6 months and the highest for training programs not in scope, that typically include one day consultations
and career orientation sessions or non-training ALMP.

Figure 3 below shows the timing of training episode within the unemployment spell. More than half of OT and
EPT participants and over 40% of IEP participants start training within 6 months from registration. Over three
fourths of participants begin programs for all types of training within first 12 months of the spell.

The duration of training depends on program type (see table A.1. in Appendix for details): programs lasts below
two months for almost all IEP participants (95%), from 1 to 3 months for the majority of OT participants (78%)
and 5 to 6.5 months for most of EPT trainees (80%).

Roughly, one third of participants complete training within 6 months from inflow into unemployment, one third
after a year spent in unemployment and 40 in between.

Figure 4. Distribution of spell duration at the beginning and at the end of training
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Source: SEA data and own calculation.

Participation in short ALMP, usually occurs very early in the unemployment spell (Figure 4) : within the first
month after registration for 58 percent of cases and within the first three months for 75 percent of participants.
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Figure 5. Participation in short ALMP
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2.3. Single and multiple participations

Among spells during which the unemployed took part in some ALMP, only 54% included a single ALMP, while
26% and 20%, respectively, are involved in two or more ALMPs. Short MIC account for 78% of single
participations and appear in 93% of multiple participations.

Participations in OT, EPT or IEP are usually (94% of cases) combined with other measures: most often with short
MIC (93% of multiple participations) and paid public works® (23%).

The case of public works requires careful interpretation: Persons engaged in paid public works are employed by
ILO definition (and are considered as such if found among respondents of the Labor Force Survey). However,
respective jobs are not market jobs, hence participation in the public works is not considered as exit to
employment neither in SEA and MoW statistics nor in this study.

Furthermore, 13% of those trained have used the possibility to take up short-term (up to 2 months) jobs without
losing the status of unemployed. Note that such jobs (which can be fixed-term or seasonal by nature or
associated with a probation period) until now have not been included in SEA and MoW statistics on exits to
employment; rather, they sometimes are referred to as a kind of activation measures. The reason is that, as long
as the unemployed keeps his/her status, technically there is no exit from registered unemployment. However,
from the employment perspective, being employed in a paid market job, even for one or two months, qualifies
for exit to employment. Hence, we do account for these cases when calculating exit-to-job and employment

® See Azam et al (2012), Hazans (2012), World Bank Human Development Network (2013) on public works implemented in
the crisis years in Latvia.
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rates, hazards, etc. As a robustness check, however, we consider also exits to jobs lasting at least three
consecutive months.

About one fourth (28%) of OT, EPT or IEP participants have completed (in 2008-2011) more than one of these
("in scope") programs. Typically, for these individuals time spent in training is longer when comparing to those
who underwent just one training program. They are excluded from the final sample used for evaluation because
it would be difficult to associate their post-training labor market outcomes with any one particular training
program. Likewise, to avoid mixing up the effects of different programs, individuals who underwent a single
training and some other "long" ALMP (such as paid public works, subsidized employment, etc.) are also
excluded.

3. Sample design

We follow the cohort of 508 437 individuals entering registered unemployment in 2008-2011* - flow sample in
the terminology of Lancaster (1990) — and consider, in the baseline calculations, the first spell of unemployment
occurring in the indicated period®. Most of the results change little when all spells of eligible participants are
included; these results are available on request.

The population is then split into two groups according to training participation status: treated if individual has
completed OT, EPT or IEP program within this period; untreated otherwise.

The final sample for OT, EPT and IEP evaluation is constructed through a following procedure:

First, we discard individuals with other possible treatments, i.e. trained individuals who have completed more
than one in-scope training program within the same unemployment spell (multiple participations) and all
individuals (trained or non-trained) who have been involved in other important ALMP (subsidized jobs, etc.) with
potentially significant impact on employment outcomes. Participation in short term Measures to Increase
Competitiveness (MIC) is thus allowed for both treated and untreated populations as such programs are of a
very short duration (one day in 90% of cases) and concern majority of unemployed (60% of those non-trained
and 80% of trained).

Second, we also leave out untreated individuals who participate in training after the first unemployment spell. In
fact, such participation will affect the employment and/or earnings outcomes, defined in this study for a period
up to 2 years after the first registration with SEA.

Finally, we only consider individuals who have reached the working age (15 years).

* Our data cover also first eight months of 2012, but we do not consider entries after 1 January 2012 in order to have a
sufficiently long observable period when constructing post-training outcomes.
> The single-spell framework is a standard approach in the literature dealing with flow samples (see e.g. Bonnal et al. (1997),

Abbring and van den Berg (2003), Richardson and van den Berg (2006)). It has two advantages. First, using the first spell
leaves more spells with observable outcomes (not right censored). Second, using multiple spells gives more weight to the
least successful unemployed (i.e. those who repeatedly become unemployed). On multiple-spell framework, see Horny and
Picchio (2010).
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This leaves us with a sample of 399 928 individuals: 35 458 treated unemployed (9%) — participants in a single
training program and 364 463 untreated individuals, where 134 481 (34%) have not undergone any ALMP and
229 989 (58%) have been involved in short term ALMP measures.

4. Outline of the analysis

4.1. Selection

We start by assessing participation decisions and analyze profile of individuals who choose or are chosen to
participate in training. First, we compare the profiles of participants of the three broad groups of the training
programs (OT, EPT and IEP), and the two control groups: "Short ALMP Measures Only" (unemployed who were
subject only to short ALMP measures) and "No ALMP" (those who have not received any treatment).

Second, main determinants of selection (or self-selection) are discerned by estimating, separately for men and
women, three selection equations, where the probability to undergo a training program (OT, EPT or IEP) is
modeled conditional on a set of individual and socio-demographic characteristics (sex, age, region, education,
work experience, language skills, participation in short measures, etc.). The models are primarily intended to
generate scores for propensity score matching estimates of the effects of training on various labor market
outcomes and should not be used for causal inference. They do, however, provide useful insights regarding the
individual characteristics associated with higher (or lower) likelihood to participate in training programs.

4.2. Outcomes

Conceptually, we are interested in three broad types of outcomes for trained unemployed and their not trained
counterparts. Firstly, for how long they stay jobless? Secondly, how stable are the jobs they find? Thirdly, how
"good" are these jobs for the workers and for the society?

The answer to the first question can be provided in different well-known forms: unemployment duration and job
finding rate (hazard) at various time horizons. Note, however, that our data allow using measures which are
somewhat different from (and, we believe, more relevant than) those used in many other studies. We measure
duration from obtaining the status of registered unemployed (hereafter loosely referred to as "registration")
until a [legal®] job starts, disregarding whether or not the person in question held the status of registered
unemployed immediately before or lost it some time ago. Put other way, we look at duration of and exits from
joblessness rather than duration of and exits from [registered] unemployment.

Our preferred outcome indicators are employment rates (at various time horizons) which are easily
interpretable (even by non-specialists) and characterize the combined result of job finding intensity over time
and job stability. As an alternative measure, we use total time worked within a certain period. Finally, average
[declared’] monthly earnings over months worked are used as a proxy for both private (via pay) and social (via
productivity and taxes) value of the job.

® Only formal jobs, identified by social security contributions, are accounted for.
7 .e., excluding "envelope wages".
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Formally, using SSIA monthly records, which provide full employment history between 2005 and 2012 for all
individuals, we construct the following outcome indicators:

« Employment by time horizon (Y}) : taking the value of 1 if the individual is employed in month h (since
registration or since the end of training) and O otherwise. When aggregated accross participant and
nonparticipant groups, this indicator provides employment rates in each group at various post-training
or post-registration horizons h.

+ Transition (exit) to employment by time horizon (Y;) : taking the value of 1 if within time horizon
considered ( h months elapsed since registration or since the end of training) the individual starts a job,
and 0 otherwise. When aggregated accross groups, this indicator gives the share of individuals in each
group that have found a job within h months after training or registration.

¢ Transition (exit) to employment lasting three or more months by time horizon (Y,f’) : taking the value of
1 if within time horizon considered ( h months elapsed since registration or since end of training) the
individual starts a job that lasts at least three months and O otherwise. When aggregated accross
groups, this indicator gives the share of individuals in each group that have found, within h months
after training or registration, employment lasting for at least three months.

* Total time worked within time horizon (Y,f): giving for each individual the employment duration (in full
months) within time horizon considered (h months elapsed since registration or since end of training).
This indicator combines information on both job finding and job stability and will be higher for those
who found jobs earlier and stayed employed longer. When aggregated accross groups, this indicator
gives the average number of months worked.

* Average monthly earnings, by time horizon (Yhs): informs on average monthly gross earnings of
individuals over months worked within time horizon considered. Nominal wages earned in 2005-2012
are converted to real (expressed in Lats of September 2012). In order to focus on earnings differences
separately from the speed of job finding, the indicator computes average earnings only for months
worked (hence, individuals who have not worked during the given period are excluded).

To save space, we have not included [tobit] models regarding total time worked, although descriptive evidence
on this indicator is provided. We have not included also results regarding total earnings during a given period
(which is calculated for all individuals, with contribution of a month with no earnings being zero). These results
are available on request.

We consider time horizons h of 6, 9, 12, 15, 18, 21 and 24 months. Naturally, the individuals for whom the
outcome at a given horizon in not observable due to left censoring do not contribute to the construction of
group aggregated statistics at this horizon. For example, given that we observe individuals until 12 September
2012, for an unemployed registered on 1* January 2012, outcome at 6 months will be observable but all further
outcomes (9 to 24 months) will be not.

Two alternative measures of time elapsed are considered in the study:
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* Time elapsed since registration for both treatment (T) and control (C) groups. When this definition is
used the outcomes will be referred to as post registration (post-R) outcomes and comparison of all
durations or outcomes at different durations across groups will englobe waiting (while waiting to enter
the treatement), lock-in (while unemployed are in trainig) and post-treatement effects.

¢ Time elapsed since the end of training for treatment (T) group and time elapsed since registration for
control (C) group. When this definition is used the outcomes will be referred to as post training (post-T)
outcomes and comparison of all durations or outcomes at different durations across groups will focus on
post-treatment effects.

Using these different approaches to timing, three alternative measures of joblessness (unemployment)
duration can be defined:

« Duration (D1) from registration until a job is found (or end of observation period).

» Duration (D?) from registration until a job is found (or end of observation period), excluding (D7)
duration of training (if any), i.e. D? = D! — DT,

« Duration (D3) from registration for non-treated and from end of training for treated until a job is found
(or end of observation period), i.e. D3 = D' for the control group.

Thus post-registration outcomes are constructed using duration D' and post-training outcomes using duration
D3.

4.3. Estimation

We evaluate the effects of three main types of SEA training programs (Occupational training (OT), Employer
provided training (EPT) and Informal Education Programs (IEP)) on various labour market outcomes (described
above) using several alternative methods.

First, based on Roy (1951) and Rubin (1974) potential outcomes model we assess average treatment effect on
the treated (ATT) by comparing mean outcomes of trained and untrained individuals when controlling for
possible composition differences across these two groups. We start by analyzing the “naive” estimator of ATT
which is a simple difference between mean outcomes of two groups or an estimated coefficient of treatment
indicator T; on outcome variable Y; in the equation (1).

Yi=a+ BT +u (1)

Next, in order to remove the selection bias, we add a vector of different socio-demographic controls (X) to this
specification and estimate equation (2), where coefficient fp stands for a parametric estimate of ATT and the
relationship between treatment and outcome is assumed to be linear:

Y; = a+ BpT; + Xy+u; (2)

This leads to linear probability models for employment and exit outcomes at various time horizons, and to (log)

linear earnings equations for average monthly earnings during the employment periods. We also use
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conventional probit models for binary outcomes such as employment in a given month or exit to employment
within given horizon period. Likewise, relevant model for the total time worked or total earnings within a certain
period would be tobit. Both for probit and tobit, the impact of training (ATT) is measured by the marginal effect
of the treatment indicator T;.

Furthermore, we use duration models to assess the effects on the job-finding time and on the hazard of exit to
employment; using social insurance records (rather than just unemployment registry) enables us to capture job
finding events ('exits') not only during the given spell of registered unemployment but also after it.

All these models allow not only assessing the impact of main types of training, but also comparing performance
of broad categories of programs within types or of specific narrow programs, as well as evaluating the effects of
other factors on the outcomes considered.

On the other hand, for each of these outcomes we provide alternative estimates based on nonparametric
method of propensity score matching (PSM), which, under relevant assumptions allows for causal inference
regarding the effects of training measures. PSM has been proposed by Rosenbaum and Rubin (1983) and

extensively used for policy evaluation since®. The PSM-based ATT is defined as follows:
ATT = Enx)r=1{E[Y(DIT = 1, n(X)] — E[Y(0)|T = 0,m(X)]} (3)

where (X) denotes the propensity score (estimated probability of treatment) which is used to find similar
individuals in treatment and control groups and thus overcome the selection bias problem.

We concurrently use the following control groups:

o C;(“No ALMP”) group, where individuals have not been involved in any ALMP.

e C, (“Short ALMP Measures Only”) group, including unemployed who have not completed OT, IEP or IEP
but have however been engaged in some short ALMP measure during the current unemployment spell.
Participation in these measures concern 60% of all non-treated individuals, 80% of OT participants, 66%
of EPT participants and 81 % of IEP participants.

e (C=C;+C,(“Combined control group”), with control for participation in short ALMP measures.

Using “No ALMP” group as control will overestimate the pure training affect as for treated ATT will combine
training effect with (potentially positive) impact of short measures.

In contrast, using “Short ALMP measures only” group will underestimate the ATT of training, because some of
the treated have not participated in short measures.

Working with two different control groups will allow establishing bounds for treatment effect. Alternatively, we
use the “Combined control group” C=C;+C, and control for participation in short ALMP measures among treated
and non-treated. This approach however, also has its limitations as it neglects possible effect heterogeneity of
short measures due to diversity in scope and combinations of the short measures received by the unemployed.

8 See for example Sianesi (2008) for ALMP evaluation for Sweden, Hamalainen and Ollikainen (2004) for Finland, Caliendo et
al. (2008) or Biewen et al. (2012) or Osikominu (2013) for Germany.
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5. Selection into training

Using the sample described in section 3 above, we start the analysis by comparing the characteristics of
participants of the three broad groups of the training programs (OT, EPT and IEP), and the two control groups
("Short Measures Only" and "No ALMP"). Table A.1 ( Appendix A) provides details.

To begin with, the groups differ in terms of gender composition: proportion of females is 61% among
participants of occupational training (OT), 57% among their counterparts in informal education programs (IEP),
and 52% in employer provided training (EPT) programs. By contrast, in the control groups, less than half are
females (49% of those who underwent only short measures and 46% of those without any ALMP exposure). In
other words, the proportion of females tends to increase with intensity of training and (employer provided
training aside) with its duration.

Figure 5 below compares the distributions of the above mentioned groups of unemployed in terms of age and
education. OT and EPT are similar to the "No ALMP" group, as long as participation of young unemployed is
concerned: in each of these groups persons younger than 35 years account for 53% to 55% of participants,
including 27% to 29% aged 15 to 24 years. However, the share of persons aged 55 years or more is only 5% in OT
programs but 11% in the "No ALMP" group. On the other hand, age composition of participants of informal
education programs is very close to that of the "Short Measures Only" group: 18% to 20% are younger than 25,
25% aged 25 to 34, 48% in IEP and 43% in the "Short Measures Only" are between 35 and 54 years of age, while
10% in IEP and 13% of those who underwent only short ALMP measures are aged 55 years or more.

Figure 6. Age and education distributions of unemployed, by ALMP participation

Age distribution of groups Education distribution of groups
Occupational training (OT)
Employer provided training (EPT)

Informal Education Programs (IEP)
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Source : Authors’ calculations using SEA and SSIA data.
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Informal education programs, compared to both other types of training and to control groups, attract more
persons with tertiary education (23% vs. 15% to 17% in other groups) and less persons with just basic or lower
education (one out of eight of IEP participants vs. one out seven in OT, one out of five in EPT and "Short
measures only" and one out of four among those without any ALMP exposure).

In terms of previous employment history (see Table 1 above, Figures 6a, 6b below and Table A.1 in Appendix A),
employer provided training programs stand out with the shortest recent work experience, the lowest previous
monthly earnings, and the highest incidence of long (more than a year) period of joblessness prior to given
unemployment spell (21% vs. 11% to 14% among other ALMP participants and 17% among non-participants), as
well as the highest share of persons without any work experience (16%, as opposed to 7% to 9% in all other
groups exposed to ALMP measures and 12% in the "No ALMP" group). On the other hand, participants of
informal education programs feature the longest (and the most recent) previous employment record and have
also earned the highest wages before unemployment occurred. Previous employment record of participants of
occupational training seems to be, on average, slightly worse than that of participants of only short ALMP
measures but somewhat better than that of the "No ALMP" group.

Figure 7a. Time since last worked at the start of unemployment spell, by ALMP participation
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4-12 months M Up to 3 months

Source : Authors’ calculations using SEA and SSIA data

Given that OT and |EP programs are provided only in the state language, it should not come as a surprise that
those with no certified Latvian language skills or with the lowest grade account for 24% of the "No ALMP" group,
for 19% among participants of only short ALMP measures, but for just 6.4% of participants in occupational
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training (Table A.1) and also for 6.4% among beneficiaries of informal education programs other than in state
language.
Figure 8b. Previous employment of unemployed, by ALMP participation and gender
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We proceed with analysis of selection into training programs by estimating the probability of training conditional
on individual and socio-demographic characteristics such as age, sex, education level, region (SEA branch) and
previous employment history. For each of the three types of training (OT, EPT and IEP), we estimate binary
outcome (probit) models (with participation status as dependent variable) for males, females, as well as for both
genders together. For each program type, the sample excludes those trained in other programs (in order to get a
clean control group for PSM). Also excluded are categories (in most cases, based on previous occupation) with
no participation (i. e. those predicting failure perfectly), hence the samples differ by program type. Note also
that the samples are restricted to individuals which registered at SEA and (if trained) completed training at least
18 months before the end of the observation period. These restrictions, however, do not change the
participation patterns significantly. The models are primarily intended to generate scores for propensity score
matching (PSM) estimates and should be interpreted with caution®.

The results are displayed in Table A.2 in the Appendix A. Moreover, Figure 7 (respectively, Figure 8) present
predicted probabilities of training participation for males and females depending on education level
(respectively, ethnicity, citizenship and state language skills). For each gender and type of training, the
differences between probabilities across education levels (respectively, across groups based on ethnicity and
citizenship or state language skills) coincide with the marginal effects reported in Table A.2.

Other things equal, the participation in training is higher among females (Table A.2, panel "Both genders"). This
effect is very significant for occupational training and informal education programs (in both cases, the size of
the effect is roughly 1 percentage point; in relative terms, thus, the effect is stronger for OT). For employer
provided training, the gender effect is only marginally (at 11% level) significant and small.

Age - participation profiles are inverse U-shaped, with maximum at 24 - 27 years for males and 29 - 36 years for
females (for both genders, the propensity to undergo training peaks later for IEP than for OT and EPT).

? Complete analysis of selection patterns (which is outside the scope of this paper) should be based on a multinomial choice
model accounting for the fact that various [types of] training programs compete with each other and the IIA assumption
does not hold. By contrast, the PSM estimates require, for each program type, a "clean" control group which excludes
participants of other programs, hence propensity scores are commonly derived from binomial choice models.
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When other factors are accounted for, there is no statistically significant differences in propensity to take part in
occupational training among males with general secondary and basic education, as well as among females with
general basic or secondary and academic tertiary education (Figure 7, top panel). Males with academic tertiary
education are as likely to complete occupational training as those with general secondary education, but less
likely than those with basic (Figure 7, top panel).

Males and females with non-tertiary professional education are more likely to take part both in occupational
training and in informal education programs than their otherwise similar counterparts with general secondary
education. The effects of professional tertiary education are similar but much larger in size, with an exception of
occupational training for males, in which case there is no significant difference between general secondary and
professional tertiary education (Figure 7, top and middle panels; Table A.2). Participation in occupational
training is negligible among males and females with education below basic (this category is not displayed in the
top panel of Figure 7). For males and females alike, propensity to complete informal education programs
increases along both general and professional education ladder (Figure 7, middle panel; Table A.2). Plausibly,
this is because more educated individuals have lower psychic cost of classroom studies and expect larger gains
from universal skills which complement their existing human capital.
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Figure 9. Training participation at different education levels:
Predicted probabilities (other things equal, with 95% Cl), by gender and type of training
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program type, the sample excludes those trained in other programs. Sources: Authors’ calculations using SEA and SSIA data.
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As far as employer provided training is concerned, there is no statistically significant differences in female
participation across education types and levels, while among males with professional education at any level
participation is slightly higher than among their otherwise similar counterparts with general education or
academic tertiary education (Figure 7, bottom panel; Table A.2).

The impact of ethnicity, citizenship and the state language skills on participation in occupational training (OT)
and informal education programs (IEP) is presented in Figure 8'°. Top panel is devoted to OT. For IEP, we
provide two sets of results: for all programs together (Figure 8, middle panel) and excluding the state language
training programs (Figure 8, bottom panel). Each of the three panels holds two gender-based pairs of curves:
the ones to the left display the ethnicity/citizenship effects, while the ones to the right - the state language
effects.

Non-Latvians (especially those without Latvian citizenship) are significantly less likely to undergo OT and IEP
(females - also EPT) than otherwise similar Latvians (Table A.2; note that state language skills are included
among controls). In the case of IEP, the difference between non-Latvians with and without Latvian citizenship
appears only after excluding programs in the state language (non-citizens are much more likely than other
groups to take part in these programs, but less likely to participate in other IEPs). More specifically, among
males - ethnic Latvians (respectively, non-Latvians with and without Latvian citizenship) average predicted
probability (adjusted for age, education, region, previous experience, state language skills, etc.) to take part in
occupational training is 1.8% (respectively, 1.5% and 1.2%), while similar probabilities to take part in informal
education programs other than state language training are 5.3%, 4.5% and 3.8%, respectively (Figure 8, top and
bottom panels, left). For females, the patterns are similar although with higher probabilities.

Effects of the state language skills on training participation are much larger than those of ethnicity and
citizenship. This is of course related to the fact that all training programs funded via SEA are delivered in the
state language (IEP in the state language being a natural exception). Let us look at an unemployed person who
has not completed school or university in Latvian language. When his/her certified state language skills vary
from the highest through medium and lowest category to none, average predicted probability to take part in
occupational training falls from 2.5% to 1.8% to 1.1% to 0.4% for a male and from 3.9% to 3.0% to 1.3% to 0.9%
for a female (Figure 8, top panel, right). For informal education programs (IEPs) other than state language
training, respective probabilities are 6.2%, 5.5%, 3.5% and 2.0% for males and 7.6%, 5.8%, 2.6% and 1.7% for
females (Figure 8, bottom panel, right). Plausibly, larger language effects among females (revealed by wider
range of probabilities) are associated with the fact that female-dominated occupations are more language-
intensive.

When all IEPs (including the state language training) are considered, the highest average predicted probabilities
of participation are found among individuals with no certified state language skills: 7.3% for males and 14.7% for
females (compared to 6.0% and 7.5% among those holding the highest category of certificate in the state
language). Among females, predicted IEP participation is relatively high (9.8%) also for those with the lowest
category of the state language skills.

% Some small groups of unemployed, such as ethnic Latvians without Latvian citizenship, as well as non-Latvians - citizens of
countries other than former republics of Soviet Union, are not displayed in Figure 8. Similarly to Figure 7, the samples used
in the analysis of OT participation exclude participants of IEP and EPT. Likewise, middle and bottom panels of Figure 8 are
based on the same samples which exclude participants of OT and EPT.
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In all cases considered, predicted participation for persons with education completed in the state language is at

the same level as for those with the medium category certificate.

Figure 8. Training participation depending on ethnicity, citizenship and state language skills:

Predicted probabilities (other things equal, with 95% Cl), by gender and type of training
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Notes: Predictions from probit models used for 18 months-horizon PSM estimates (the latter are found in Table 5). For each
program type, the sample excludes those trained in other programs. Sources: Authors’ calculations using SEA and SSIA data.

Regarding the period of joblessness preceding the unemployment spell, the largest propensity to take part in
occupational training and informal education programs is found among unemployed (males and females) for
whom duration of this period ranges from 13 to 24 months, followed by those who waited 4 to 12 months
before registering at SEA (Table A.2). Concerning participation in employer provided training, this variable does
not have a significant impact for females, while for males the largest propensity is among those who stayed
jobless 4 to 12 months (Table A.2).

Among unemployed with some work experience in 2005 -2010, males' propensity to take part in occupational
training goes down as such experience increases, while for females this is the case only up until experience
reaches 3 years, - beyond this level propensity to undergo occupational training increases with experience. In
other words, other things equal, the largest predicted probability to take part in occupational training is for
males and females with little experience, as well as for females with a lot of experience. By contrast, the largest
propensity to take part in informal education programs is found among males with a lot of experience and
females with about 3 years of experience. Propensity to take part in employer provided training is decreasing
with females' experience but does not depend on males' experience. See Table A.2 for details.

Across space, the involvement of unemployed in all types of training programs is the lowest in Riga region and
the highest in Latgale region (see Table A.2 for details). In other words, likelihood to obtain training is inversely
related to the registered unemployment rate in the region.

We skip detailed analysis of other determinants of training participation (in particular, previous occupation and
earnings, family status, number of children, year and month of obtaining the status of registered unemployed);
see Table A.2 for details.

6. Outcomes by programs: A descriptive analysis

Prior to econometric analysis of program efficiency we analyze the descriptive statistics on main outcome
indicators. Given that, employer provided training apart, differences between trained and not trained
unemployed in terms of education, age, and experience are not dramatic (especially when not trained who
underwent short ALMP measures are considered), comparison of raw outcomes makes sense and provides
useful insights.

Figures 9 to 11 display employment, exit to job, work stability and earnings related outcomes at different time
horizons for post-treatment durations (results for post-registration durations are presented in Figure B.2,
Appendix B).
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Figure 9a. Post-training outcomes, by horizon and ALMP participation : Employment and exits
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Figure 9b. Post-training outcomes, by horizon and ALMP participation : Time worked and earnings
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We start with the most important indicator - employment rate. For post-training outcomes that focus directly on
performance after treatment (leaving out waiting and lock-in effects), already in 6 months after training
employment rates of participants of occupational training and informal education programs are 10-15
percentage points higher than the rates observed for nonparticipants. In the longer run, this difference declines
(as not trained are catching up), but remains positive. As for employer provided training (EPT), one has to take
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into account that employers engaged in this measure are obliged to hire participants for at least 6 months after
training. Therefore employment rates after EPT are very high directly after training (about 60%) but fall
dramatically afterwards (by 10 percentage points in 6 months): at months 12 after training these are not
different from employment rates of participants of other training programs and starting from month 15 are
below them.

When comparing the employment rates of treated and untreated individuals at post-registration horizons (i.e.
not excluding waiting and training time for those trained), positive effect of OT is found starting from month 9
and the one of IEP starting from month 18 after registration (Figure B.2, Appendix B).

Concerning exits to jobs that last at least 3 months, for post-registration outcomes one finds a waiting and lock-
in effect of approximately 12 months for OT programs and of 15 months for IEP. However, when comparing
post-treatment outcomes, exit rates of trained individuals are above those of non-participants already 6 months
after training.

Interesting findings emerge from analysis of earnings outcomes (see Figure 9b, lower panel).!’ Despite faster
return to work (after training) and higher employment rates, trained individuals earn, on average, somewhat
less than their not trained counterparts. At the 6 months post-training horizon, employed participants of
occupational training (respectively, informal education programs) earn on average by 16% (respectively, 9%) less
than those who underwent only short ALMP measures and by 21% (respectively, 15%) less than those without
any ALMP exposure. At further horizons, these gaps narrow down; at the two-years post-training horizon, the
smallest of these gaps (between participants of IEP and those who underwent only short ALMP) closes, while
the largest (between participants of occupational training and the "No ALMP" group) reduces to 12%.

However, already at the 9 months post-training horizon, average earnings of trained unemployed (with
exception for EPT programs) exceed earnings of their natural competitors - those not trained who stayed
unemployed for at least 6 months, and this gap remains fairly constant over time (about 5% for occupational
training and about 12% for informal education programs). By contrast, employer provided training stands out as
leading to extremely low earnings: at the 6 months (respectively, the 18 months and the 24 months) post-
training horizon, graduates of these programs earn, on average 43% to 47% less (respectively, 33% to 38% less)
than former unemployed who have not been trained (Figure 9b). Even in comparison with those not trained
who stayed unemployed for at least 6 months the EPT trainees earn substantially less: the gap is, on average,
28% (respectively, 23%; 26%) at the 9 months (respectively, the 18 months; 24 months) horizon (Figure 9b).

When median rather than average earnings are used for comparison between groups (see (Figures 10, 11),
relative earnings of trained unemployed improve: it appears that at the 6 months post-training horizon, 'the
typical' (i.e., median) earnings are just 3% to 6% lower among those who underwent OT or IEP than amongst
not trained.

™ As discussed above, earnings indicators developed here are conditional on being employed and are thus calculated for
months worked only. In such setting, indicators are less sensitive to which one of post-treatment or post-registration
durations is used to construct time horizons and provide very similar results in both cases. Furthermore, readers familiar
with the Latvian wage statistics will notice that our average earnings are somewhat lower. This is because the data include
part-time workers, as well as months in which only a few days have been worked.
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Figure 10. Average monthly earnings in months worked during 18 post-training months,
by gender and ALMP participation

Average monthly earnings (in 2012 Ls)

.T;; 1
| T 1 T 1

Male Female

[ occupational training (OT)
"1 Employer provided training (EPT)
[ informal Education Programs (IEP)
B short ALMP measures only

[ NoALMP

Note: (Gross average earnings / number of months worked) within 18 months.
Trained: after training completion; Others: after being granted status of unemployed.

200 400 600 800

0
!
|

Figure 11. Average monthly earnings in months worked during 18 post-training months,
by region and ALMP participation
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At the 18 months horizon the gaps disappear or become positive; this holds true for both genders (Figure 10)
and in all Latvia's [NUTS-3] regions (Figure 11).

On the other hand, among both males and females, employed EPT graduates' earnings are much lower than
those of all other groups at the median, as well as at the 25th and the 75th percentiles of the earnings
distribution (Figure 10), especially in Latgale, Vidzeme and Zemgale regions (Figure 11).

In what follows, we use several econometric methods to analyze whether the differences observed between
participant and nonparticipant groups are due to selection (composition) effects'? or those may be interpreted
as causal impact of training programs.

7. Estimation results

In this section, we concentrated on the following outcomes: (i) exit to job lasting at least three months within 18
months after training (or registration); (ii) employment 6 months and 18 months after training/registration; (iii)
average monthly earnings over months worked within 18 months after training/registration. Estimated effects
of training on these outcomes are presented, for each gender and each type of training (OT, EPT and IEP), in
Tables 4 - 6 and Figure 12 below, as well as in Tables A.3 - A.4 (Appendix A) and Figures B.19 - B.20 (Appendix B).

Four types of estimates (the naive ones; linear parametric estimates; probit estimates when relevant; and
propensity score matching®® estimates) are provided. The controls for parametric estimates include age and its
square, education, ethnicity, citizenship, certified state language skills, region (SEA local office), family status,
number of under-aged children, work experience since January 2005, year and month of registration as
unemployed, duration of joblessness before registration, previous occupation (two-digit) and earnings, disability
status, training and short ALMP participation. Matching is performed on the same characteristics (excl. training
participation which is of course used as treatment). Standard errors for naive and parametric estimates are
clustered on SEA local office.

In Tables 4 - 6, apart from estimating the difference in outcomes between trained and not trained unemployed
(rows labeled Training vs. No Training), while controlling for participation in short (non-training) ALMPs, we also
compare the effects of training with those of short ALMPs (lines Training & ShortALMP vs. No ALMP, Training, no
ShortALMP vs. No ALMP and ShortALMP only vs. No ALMP" to shed light on the following questions: (i) Can short
ALMPs substitute any of the three training types?; (ii) Do short ALMPs strengthen the effects of training?
(iii) Does training strengthen the effects of short ALMPs? Figure 12 allows for similar comparisons regarding
specific training programs.

The results allow the following conclusions to be drawn.

First, the selection bias, i.e. difference between naive estimate of treatment effects and the one obtained using
parametric estimates or propensity score matching, is in most cases positive (or not significant) for employment
outcomes after occupational training (OT) and informal education programs (IEP), but negative for employer
provided training (EPT). The selection effect regarding earnings is also negative for EPT, while it is not significant

2, e., potentially more (or, in the case of employer provided training, less) productive individuals in the treatment groups
than in the control group.
 After testing several alternatives we choose to implement nearest neighbor matching with 5 neighbors and 1% of
propensity score value as maximal distance between treated and the nearest control allowed.
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for OT and positive for IEP. This means that compared to non-participants, individuals with potentially better
employment prospects are selected into OT and IEP, and those with lower chances to find jobs (and also with
lower earning ability) undergo EPT *.

Second, all types of professional training and informal education programs for unemployed significantly improve
participants' employment rates - both soon after training completion and in the medium term. Other things
equal, the post-training employment rates at 6 and 18 months horizons are significantly higher for trained
relative to untrained individuals of both genders (see Table 5 and Figure 12). In particular, occupational training
increases employment rates of males and females at the 18 months horizon by 10 and 5 percentage points,
respectively (hereafter, we report propensity score matching estimates; parametric estimates are either almost
identical or slightly higher). The impact of employer provided training (which is heavily subsidized and hence
much more costly than OT) on likelihood of employment at the 18 months horizon is somewhat smaller for
males but larger for females: 9 and 12 percentage points, respectively. Employment impact of informal
education programs, though statistically strongly significant, is much smaller: 5 percentage points for males and
3 percentage points for females; this, however, is consistent with the fact that IEP are shorter and cheaper than
OT: while IEP include just 60 to 159 hours of studies, most of OT programs take 480 to 1280 hours, while the
remaining ones take 160 to 320 hours (see Section 2.1 for details).

Other things equal, participants of OT and IEP also have significantly higher chances than nonparticipants to find,
within given time, jobs that last at least 3 months: at the 18 months horizon, the difference reaches impressive
15 (respectively, 11) percentage points for males (respectively, females) after OT, while after IEP it is about 7
percentage points for both genders (Table 4). Similar effect after EPT is much larger (exceeds 40 percentage
points) but it is of course driven by mandatory 6-months hiring after training.

The above matching estimates compare trained individuals with non-trained ones, controlling, among other
things, for parti